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PREFACE 


The economic crisis through which the country is passing 
involves an examination of many complex and delicate 
problems. Many writers have reviewed them and useful 
publications on the subject are available. The present study 
differs from others in its approach and the perspective it 
offers. It gives a new kind of analysis usually neglected in 
the literature dealing with Indian economic problems. There 
arc many problems such as the question of unemployment, 
food scarcity, rising market prices and the need for a better 
standard of living which significantly influence the common 
man. Under democracy, he is intimately involved in policy 
decisions relating to these subjects. Such decisions, however, 
arc not simple to arrive at. They require comprehensive 
study, serious deliberation, and well coordinated programmes 
for tackling them. This book attempts to equip the reader 
with the necessary wherewithals for analyzing the various 
economic problems confronting him with a view to enabling 
him to draw his own conclusions. 

Decisions relating to planning strategy, market mechanism, 
private initiative, industrial licensing, and international econo- 
mic transactions have profound impact on production and 
distribution of national wealth. But the economic decisions 
relating to these subjects are also very much affected by political 
considerations. It is true that social problems of any com- 
munity cannot be tackled in isolation and before arriving at 
any final decision with regard to such subjects all aspects of 
human life should be considered. But, it assumes that the 
individuals who decide these matters should be aware of all 
the implications. In actual practice, howeva*, this is not so. 
Therefore frustration prevails. 

There are many socially desirable steps which have con- 
troversial long-term implications. As an illustration, the 
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question of granting subsidy may be considered. Subsidy to 
small industrialists or to certain kinds of agricultural farmers 
may be advisable at a particular stage of growth, but in the 
long-run, it might do more harm than good. Any financial 
assistance which unduly and for long buttresses weak economic 
enterprises might deprive some one else of his legitimate share 
in the national cake. It is a kind of redistribution of income 
whereby the fruits of those who earn are transferred to those 
who do not do so. In some cases such transfers might have 
valid justifications, whereas on other occasions, if such policies 
are indiscriminately and indefinitely carried out, they might 
damage the very springs of economic motivation and even 
destroy the long-term prospects of a better and prosperous 
existence. Emphasis on need-based wages without any increase 
in productivity, and socialization of industries and economic 
activities without introducing managerial ^ciency might 
sometimes be harmful. There are some of the examples to 
indicate the complex nature of economic problems about which 
discussions should be objectively carried out and their various 
implications appropriately analyzed. 

Economic decisions are not merely a bundle of personal 
prejudices and predilections. There is already an organized 
body of theoretical apparatus for analyzing such problems. 
One must familiarize oneself with this system of logical reason- 
ing. Merely altruism would not be adequate for solving 
economic problems. It is necessary to have a fair degree of 
mastery, not only acquaintance, over these analytical tools. 
Many persons think that strong general common sense should 
be enough for passing judgments on vital economic matters with 
far reaching consequences. This dangerous tendency should be 
overcome. Theoretical framework for analyzing such economic 
problems must be made available to the general public so that 
they are able to participate in a meaningful way in the disctissions 
relating to important problems connected with economic growth. 
This approach would be of great value even to advanced 
students endeavouring to grapple with these problems. 
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For such a task of creating enlightened public opinion on 
matters of grave concern, it would be the erudite academicians 
who would be admirably suited. They have better library 
facilities and greater opportunity for creative thinking. The 
professional economists saddled with enormous amount of 
routine jobs to perform have little energy and incentive for 
technical studies of the present type. But, these government 
economists engaged in day-to-day administrative decisions have 
certain special advantages of their own. Through a coordinat- 
ed effort of these two groups of economists, it is possible to 
mobilize enough expertise for exploring and evolving suitable 
remedies for economic difficulties facing the country. 

This book aims at assisting advanced students and mature 
readers in arriving at their own conclusions and as such it 
provides the basic data, analytical apparatus, and certain 
alternative conclusions necessary to stimulate the thinking 
process. But in this task, the author has been facing many 
difficulties. He has been aware of the fact that the economic 
tools are being refined everyday. Even the economic language 
has become highly esoteric. But, without a fair knowledge 
of this theoretical background, the reader might be swept by 
prejudices, personal bias, eloquence, and political overtones. 

It is even difficult to apply sophisticated tools for analyzing 
the contemporary Indian economic problems. Apart from 
paucity of relevant statistical data, it is also apprehended that 
the theoretical discussions might even destroy the practical 
nature of the problems. On the other hand, there has been a 
danger that the abandonment of the theoretical model would 
make the policy decisions merely a matter of ad-hoc-ism. But 
in case the important economic decisions are not based on 
sound economic considerations and if they have no other 
justification than expediency, they cannot serve as foundation 
for long-term economic programming either. That is why 
economic administrators have to be very careful. They have 
to keep theoretical model in the background while considering 
the appropriateness of any economic decisions. Even when a 
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policy adopted by the government seems simple and merely 
an expression of ad*hoc>ism it would be naive to consider it so 
and to overlook the expertise behind such an apparent genera- 
lity. 

In the present study, salient features of eleven important 
economic problems have been discussed. The first chapter 
deals with prices. Undoubtedly, price mechanism is the solar 
orbit around which the national economy of every country 
revolves. The influence of market prices on everyday life is 
indeed extensive and profound. A rational policy with regard 
to them is likely to solve many complicated problems very 
smoothly. It could reduce administrative proliferation and 
red-tape, distribute national resources to the most appropriate 
lines of production and eliminate economic controls breeding 
spivery and corruption. Naturally, therefore, it is appropriate 
to discuss these problems at the very outset of th^ study. 

Chapter 11 deals with deficit financing and Chapter 111 with 
devaluation. They are, in fact, two aspects of the first problem 
itself, namely, market prices. Deficit financing affects domestic 
value of the national currency, whereas devaluation changes its 
par value by the government decree and thereby alters its inter- 
national purchasing power. It is interesting to examine the 
relationship between these three and to observe their 
impact on the life of the common man and on changes in the 
economy. 

I Exports and imports arc discussed in fourth and fifth chapters. 
They are important during the course of economic develop- 
ment of every country. A former Governor of the Reserve 
Bank of India, P.C. Bhattacharya. has rightly stated that 
“ultimately, it is the exports which have to pay for our 
essential imports, the volume of which is bound to grow with 
the development of the economy and also to provide the where- 
withal for the .mounting debt-servicing obligations.” But, 
the Indian exports, in spite of short-terms upward trends, 
have been stagnant considering the nature of the world trade. 
And, imports have also resisted all efforts to regulation and 
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control. It is necessary that appropriate action is taken with 
regard to these items in order to protect the country from 
another catastrophic foreign exchange debacle. 

Chapter VI relating to agricultural development emphasizes 
the need for evolving a new strategy if the country has to attain 
viability with regard to food requirements and to meet the 
growing needs of her industrial inputs. The failure of rural 
industrialization, in spite of much efforts made in this direc- 
tion, has been discussed in Chapter VII. This chapter is 
important in many ways. It shows the distinctive features of 
the rural economy and suggests the new line of approach which 
is essential for a successful plan of village transformatioit. 
Even if one is not in total agreement with the line of action 
suggested here, one may find this chapter interesting and 
throwing a new light on the problem of rural development. 

Chapter VIII poses an important question which cannot be 
brushed aside lightly. It has been observed that ever since her 
independence, India has been passing every fifth year through 
acute economic strain; serious unemployment situation occur- 
red during 1952-53, foreign exchange crisis in 1957-58, Chinese 
aggression in 1962-63, and industrial recession during 1967-68. 
While discussing the last problem, namely, the industrial reces- 
sion, the author has suggested the possibility of another serious 
economic crisis in 1972 because he apprehends that all these 
difficulties in essence seem to arise from some common malady 
occurring in the country at a regular frequency of five years. 

Chapter IX is concerned with unemployment. A 
summary of Keynesian theory of unemployment has been 
given here succinctly. The reader would find it useful. 
It would also indicate how the developmental strategy based 
on the Keynesian approach may not succeed in removing 
unemployment in an underdeveloped country. This has been 
amply demonstrated during the course of the implementation 
of the various five yearly plans in India. By the end of the 
Fourth Five Year Plan, the level of unemployment in the 
country may be unprecedented. 



Xii PREFACE 

Without a discussion on the problem of foreign aid, no 
study on the economic development of a growing country 
would be complete. Economic growth is inextricably linked up 
with the supply of financial and technical assistance from 
abroad. But, during the recent years, there has been growing 
disillusionment about foreign aid among the major donor 
as well as among the recipient countries. Despite the billions 
of dollars worth of aid channellized from different countries, 
the progress has not been encouraging. The growing burden 
of debt>repayment and the implications of P.L. 480 commodity 
assistance are also important in the Indian context. They are 
discussed in Chapter X. 

The final chapter on planning brings us to the consideration of 
certain aspects of planning philosophy and strategy. The question 
of planning is important because it is an effective instrument of 
social engineering, but is likely to encroach seriously on the 
growth of human personality. Planning is concerned with target 
fixation and mobilization of resources for achieving the goal. 
The rationale of target determination deserves careful consi- 
deration. The separation of decision-making and decision- 
implementing agencies is likely to contain dangerous possibili- 
ties. The need for concentration of decision-making function, 
risk bearing responsibility, and the right to enjoy the fruits of 
one’s labour in order to bring about efficiency and harmony in 
the society might be important for planning which one may not 
afford to overlook. This chapter also deals with the latest 
trends in the Indian planing to show how for the basic issues 
have been tackled 

These are some of the vital economic problems confronting 
the nation today. The author hopes that the reader would find 
these discussions rewarding. It should, however, be recognized 
that these are very abstruse problems requiring extensive studies. 
Nevertheless, it ,is hoped that this modest effort in this regard 
may be helpful to the general thinking process on these 
subjects. 

Finally, I may mention here that the views expressed in 
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this book are entirely mine, and they do not necessarily reflect 
the views of the organizations 1 have been associated with* I 
would, however, like to express my gratitude to several 
colleagues and friends who helped me in many ways. Last, but 
by no means least, I am much indebted to my wife, Madhuri, 
for her valuable assistance and cooperation in the writing of the 
book. With care and attention, she helped me in the prepara* 
tion of several chapters and in the compilation of many state- 
ments besides giving me psychological support on occasions 
when It was badly needed. 

Bepin Behari 
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CHAPTER I 


PRICE MECHANISM AND ITS OPERATION 


From the earliest time until today, analytical economists 
have been deeply interested in the phenomenon of market 
prices. This apparently simple situation confronting every 
individual in his ordinary business of life has, however, 
eluded both the theoreticians and the administrators. The anci- 
ent Egyptians, Assyrians, Babylonians, and the Greeks deve- 
loped elaborate monetary institutions to a high degree of 
perfection. Even the ancient Indian Arthashaura provided 
extensive injunctions regulating different prices. The rationale 
of market prices could not, however, be satisfactorily com- 
prehended till recently. Although Aristotle distinguished 
between value-in-use and value-in-exchangc, he rightly con- 
sidered the latter as derived from the former, and he was even 
aware of the existence of “unju'.t” monopolists, yet he failed 
to discover a theory of prices.’ It is true that most of the 
ancient administrators and philosophers were preoccupied with 
the ethics of pricing and were much concerned with avoiding 
its disturbing influences on the economic balance and the har- 
mony of the society, but this by itself could not explain their 
inability to dig deep in the mechanism in order to analyze the 
rationale of the market behaviour. Their difficulties arose from 
the fact that they lacked adequatel) refined apparatus for 
analyzing the complicated phenomenon. It has taken mankind 
centuries of intellectual progress before it could develop suitable 
methodological tools for investigating the mechanism of price 
formation. 

An understanding of the nature and significance of price me- 
chanism and its operation might enable us to have a better 
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comprehension of the economic system in which we live; it might 
even bestow greater power for regulating the economic forces 
which influence our society. In fact, the modern exchange 
economy, in which the price mechanism is the central kingpin, 
has been so profoundly influenced by diverse human needs and 
heterogenous motivating urges that any analysis of this system, 
particularly beyond the Robinson Crusoe economy, would take 
the student to various spheres of human psychology. 

Price mechanism is the crux of all economic problems. As a 
matter of fact, Marx assigned almost an esoteric significance to 
it. He indicated that the structure of economic system was vital 
for determining the class structure, and in this economic system 
prices played an important role. Price, according to Marx, is 
nothing but the monetary expression of value. ^ Equating 
“monetary expression of value” with the “Natural Price” of 
Adam Smith, and Prix Ncccsmire of the French Pl^ysiocrats 
and postulating every deviation of maikcl prices from values or 
from natural price as intimately connected with the exploitation 
of labour which measured all values, Karl Marx raised his 
superstructure of the communistic philosophy on such an 
economic system which during the last one hundred and twenty- 
live years has vitally influenced the course of human history. 

The significance of price mcchani*.m is indeed very profound. 
It has recently been recognized that prices play a decisive 
role in allocating the shares of different factors of pi’oduction, 
in determining social priorities, and in directing human moti- 
vating urges to desired social goals. Joseph A. Schumpeter 
has stated that the price formation as the specific economic 
characteristic of the economy, distinct from all other social, 
historical, and technical characteristics, is so extensive that 
within its framework all specifically economic events can be 
comprehended. Professor Schumpeter has further eulogized 
price mechanism by stating that “economics is merely a 
system of depenefent prices; all special problems, whatever they 

®Karl Marx, Selected Works, Foreign Language Publishing House, 
Moscow, J947, P.251. 
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may be called, are nothing but special cases of one and the 
same constantly recurring process, and all specially economic 
regularities are deduced from the laws of price formation.’** 
This clearly shows the importance of studying the problems 
relating to price formation very carefully in order to grasp the 
significance of various economic problems. 

Conceptualization and Quantification 

As indicated earlier, the analytical approach to the mechan- 
ism of prices is of recent origin There is very little to report 
in this regard before the middle of the eighteenth century. 
The contributions of even the brightest lights such as Barbon, 
Petty, and Locke do not amount to much, and the vast majorit> 
of consultant administrators and pamphleteers of the seven- 
teenth ccntui> were content with the kind ol theory they found 
or could have found in Pufendorf, though that also did not 
amount to much. They attended piimanly to practical 
pioblems of icgulativc policy and did not realize the need tor 
rigorous “conceptualization * and piool This task fell mainly 
on Adam Smith who made a s>slematic beginning in this 
regard This Scottish camomiNt, bom of rich p irentagc and 
having been an economic administrator and apiofcssor of 
moial philosophy, ulitmatcl> deeded to publish 4n Inquny 
into the Nature and Causes of the Wealth of Nations in 1776, 
which established him as “the founder of modern economics 
Indeed, Adam Smith can be icgardcd as “the first to make a 
careful and scientific inquiry into the manner in which value 
measures human motive, on the one side measuring the desire 
of pui chasers to obtain wealth, and on the other the efforts 
and sacrifices (or ‘Real Cost of Production') undergone by 
its producers.”® Though Wealth of I\atwns “cannot rank 

with Newton’s Pnmipia or Darwin's Origin as an intellectual 

« 

“Joseph A. Schumpeter, Ten Gieat Economists^ George Allen & 
Unwin, London, p. 84 

•Alfred Marshall, P/ //if ip/cJ oj Economics, Macmillan, London, p. 757. 
pp 758-9. 
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achievement, it is a great performance all the same and fully 
deserved success.”® The greatness of Adam Smith becomes 
clearer if we examine the treatment of value and prices in the 
hands of this great master. 

During the period Adam Smith was engaged in preparing 
Wealth of Nations^ the international commerce of Great 
Britain and of West European countries had been growing 
rapidly. The rising trend in prices, particularly under the 
impact of the influx of large volume of gold and silver bullions, 
the growing volume of commercial transactions due to the trad- 
ing activities of several companies, and the beginning of the 
process of industrialization resulting from agricultural revolu- 
tion brought about a radical transformation in economic think- 
ing of the time. The Mercantilists, the Physiberats, and many 
other non-conforming individual economists began examining 
the phenomenon scientifically, that is, by following iTie inductive 
method of enquiry. Adam Smith took advantage of this 
situation and skimmed the best brains of the time. He 
travelled extensively; lie read voraciously, and frequented the 
society of Quesnay, Turgot, d'Alembert, the due de la 
Rouchefoucauld, and other luminaiics of the time. He was 
profoundly influenced by his contacts with the members of the 
Physiocratic School. Thus, Adam Smith began his enquiry 
with adequately prepared background. This was futher streng- 
thened by the circumstances of his birth, training, experience, 
and intellectual “depth, solidity, and acuteness.” This enabled 
him to produce a trcalise on economic science which rendered 
all works of his predecessors obsolete. 

Adam Smith's chief mission was “to combine and develop the 
speculations of his French and English contemporaries and 
predecessors as to value,”’ but his exposition at the very initial 
stages of his study “surges purposefully up to the phenomenon 

of price and down again into the component parts of commo- 
dity prices, which components arc the cost and income catego- 

•Joseph A. Schumpeter, History of Economic Analysis, p. 185. 

Ubid,, p. 307. 
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ries, wages, profit, and rent. That is, to repeat, a primitive 
way of describing the universal interdependence of the magni- 
tudes that constitute the economic cosmos; but it is an eflfective 
way.”* Prices arc important to quantify the volume of na- 
tional wealth, but they are also significant in indicating value- 
in-exchange of the commodity. 

Value of a thing may refer either to its utility or its purchasing 
power. The former may be called value-in-use and the latter 
valuc-in-exchange. Many commodities such as air and water 
have a low exchange value or not at all, whereas others much 
less useful in daily use such as diamond and gold have high 
exchange value. This is the paradox of value usually explain- 
ed in terms of value-in-use and valuc-in-exchange. Adam 
Smith devoted himself to the study of the latter, with which we 
are confronted in our every-day transactions. He examined the 
problems relating to the quantification of exchange value and 
the forces regulating it. The real measure of the exchangeable 
value of all commodities, according to Adam Smith, is labour.® 
He considered it so because “labour alone never varies in its 
own value.” Equating valuc-in-exchange to price, Adam 
Smith observed that “pnee in money” fluctuated in response to 
purely monetary changes, and he replaced for purposes of 
inter-local and inter-temporal comparisons the monetary or 
“nominal price” of each commodity by a real price m the same 
sense in which we speak, for example, of real wage.s as dis- 
tinguished from money wages, that is, by price in terms of all 
other commodities. And the real prices, lie expressed in terms 
of labour, rather in terms of commodity labour, instead of 
commodity silver or the commodity gold as numeraire}'^ 

Adam Smith has, during the course of his exposition, used 
various terms for different kinds of prices which are liable to 
at least three distinct interpretations. On this basis, he has 
been credited with three distinct theories of valde, namely, (/) 

•/6/rf., p. 308. 

*EHCyelopaedia Britanniea, AdamJSndth, Vol. 20, p. 825. 

^•Joseph A. Schumpeter, History of Economic Analysis, p. 188. 
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the labour quantity theory illustrated by beaver and deer 
example, («) the labour-disutility theory conveyed by his 
reference to toil and trouble, and (m) the cost of production 
theory which actually is the central core of his analysis.” The 
labour-disutility theory may be considered as the primitive and 
crude form of the Opportunity Cost Theory which has been 
in vogue in recent times, but Adam Smith does not make use 
of it in this sense. He has stated that “the real price of every 
thing, what eveiy thing really costs to the man who wants 
to acquire it, is the toil and trouble of acquiring it Adam 
Smith does not make much use of this concept, nonetheless, 
his labour quantity theory deserves belter deal “If . it usually 
costs twice the labour to kill a beaver which it does to kill 
a deer, one beaver should naturally exchange lor or be woith 
two deer ”” As an explanation of relative prices, this con- 
cept has much validity even picsently 

The cost theoiy, how cvei, attempts to discover the ultimate 
constituents of the price of the thing “The produce of 
laboui constitutes the natural recompense or wages of labour ”” 
Adam Smith has further slated that “the ical value of all the 
different component parts of price, it must be observed, is 
measured by the quantity of labour which they can, each of 
them, purchase oi command. Labour measures the 
value not only of price which resolves itsell into labour, 
but of that which rtsolvcs itself into rent, and of that 
which resolves itsell into pioht’’” Adam Smith argues 
very clearly thai wages prohts, and rent which consti- 
tute the three ulti natc sources of revenue are finally convert- 
able into labour. He has indicated that “wages, profits, and 
rent are the three original sources of all revenues as well as 
of all exchangeable value All other revenue is ultimately 
deiivcd fiom some one or other of these.’”* Adam Smith 

“/A#</,p 590 

*^Adam Smith, An Inquiry into the Nature and Carnes of the Wealth of 
Nations (Ed Edwin Cannan), Modern I ibrary, N Y., 1937, p 30 

p. 47. ^Nhid . p 64 , p. 50 «/6W , p. 52. 
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accepts wages or the recompense to labour as the cost of 
production: his explanation for the commodity prices in essence 
comes by way of the cost of production of the commodity. 

Variations in Prices 

Next important point to consider is the causes of variations 
in the commodity prices* These can be explained in many 
ways. Adam Smith has suggested three main causes for the 
same. Firstly, whenever some impro\cmcnts are incorporated 
they would have different impact on agricultural prices and on 
those of manufactures. Every extension of cultivation is not 
necessarily conducive to greater yield relative to the amount of 
labour put into it. Generally, agricultural cultivation in such 
circumstances might yield less returns. On the other hand, the 
manufactures show favourable returns when improvements are 
incorporated, and thereby the prices of manufactured articles 
arc likely to fall. 

Secondly, Adam Smith referred to the fluctuations in wages 
and profits as having repercussions on prices. "‘High or low 
wages and profit arc the causes of high or low price; high 
or low rent is the effeci of it. It is because high or low wages 
and profit must be paid, in order to bring a particular commo- 
dity to market, that its price is high or low This conclu- 
sion is mainly based on his assumption that labour is the 
ultimate determinant of prices, so whenever there is any change 
in the wages it should naturally be reflected in the cost-price 
relationship of the output. 

Thirdly, Adam Smith also indicated that price changes could 
occur as a result of monetary factors. Debasement of the 
currency as a result of devaluation by the government and 
fraudulent clippings of coins by individuals docs influence the 
price because these fraudulent practices do change the real 
value of the currency. Adam Smith stated that “the nominal 
sum which constitutes the market-price of every commodity is 
necessarily regulated, not so much by the quantity of silver. 


p. 147. 
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which according to the standard, ought to be contained in it, 
as by that which, it is found by experience, actually is con* 
tained in it. This nominal sum, therefore, is necessarily higher 
when the coin is much debased by clipping and wearing, than 
when near to its standard value.”“ The torrent of American 
gold and silver bullions flowing into the European markets 
during the three hundred years before Adam Smith demons- 
trated to him the impact of monetary factors on the prevailing 
prices in any society. 

Equilibrium Price 

A significant contribution of Adam Smith has been his equili- 
brium theory of prices. This shows how market prices 
gravitate towards natural prices till they are normalized and 
coincide with them. The relationship between natural and 
market prices has been explained by Adam Smith as follows: 
“The natural price is, as it were, the central price, to which 
the prices of all commodities are continually gravitating. Dif- 
ferent accidents may sometimes keep them suspended a good 
deal above it, and sometimes force them down even somewhat 
below it. But whatever may be the obstacles which hinder 
them from settling in this centre of repose and continuance, 
they are constantly tending towards it.”^* 

While explaining the superiority of Adam Smith's equilibrium 
approach, Professor Schumpeter has stated that “the chief 
merit of Adam Smith’s analysis of the price mechanism consti- 
tutes in this field.”*® As primitive but equally distinctly visible 
as is his concept of universal interdependence is his concept of 
equilibrium or “natural” price. This equilibrium price is the 
price by which it is possible to supply, in the long run, each 
commodity in a quantity that will equal “effective demand” 
at that price. This again is the price that will, in the long run, 
just cover costs. And these, in turn, arc equal to the sum 
total of the wages, profits, and rents that have to be paid or im- 
puted at their “ordinary or average rates.” Adam Smith’s market 

p. 194. ^*Jbid., p. 58. 

■sjoseph A- Schumpeter, Ten Great Economists, p. 52. 
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price being essentially a short-run phenomenon, his “natural” 
price is a long-run one. Thus, when the different magnitudes of 
the economic cosmos are in balance in the long run, the “natural” 
prices prevail in the economy, whereas the market prices result- 
ing from short-run disturbances might differ, nonetheless, they 
aim at meeting the natural prices all the time. This incidently 
also shows the background of moral philosophy still persisting 
in economic analysis. 

Adam Smith wielded considerable influence on subsequent eco- 
nomists. This, however, does not establish his logical superio- 
rity. One finds him often stating conclusions without logically 
proving the same. According to Joseph A. Schumpeter, 
Adam Smith has failed “to prove satisfactorily his proposition 
that the competitive price is ‘the lowest which the sellers can 
commonly afford to take’; to the modern reader it is a source 
of wonder what kind of argument he took for proof. Still less 
did he attempt to prove that competition tends to minimize 
costs, though it is evident that he must have believed it.”“ 
Adam Smith was never able to extricate the influence of moral 
philosophy on his economic studies. Probably, it is due to 
this background that he strongly felt the Invisible Hand guiding 
all factors of production to their most appropriate places yield- 
ing optimum result for the society. When each factor has been 
given freedom of initiative and bargaining, all components of 
the economic system would receive their maximum share in the 
national wealth. 

Marshallian Synthesis 

Adam Smith has been the fOk.aJcr of economic science, but 
modern economics rightly begins with Alfred Marshall. His 
Principles of Economics published in 1890 as a result of the 
“toil extending over more than twenty years” was a significant 
step, rather the foundation-stone for all subsequent thinking. 
The scope of this treatise has been vast and its impact pro- 
found. There is about it a peculiar quality which effectively 

•‘Joseph A. Schumpeter, History of Economic Analysis, p. 309. 
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resists decay. During the period intervening between Adam 
Smith and Alfred Marshall, many eminent economists analyzed 
the economic phenomena and explored new avenues, but it 
has been to the credit of Alfred Marshall to assign appropriate 
place to all of them and to suggest rewarding directions for 
further investigations. Commenting upon the magnanimity 
and leadership of Alfred Marshall, Joseph A. Schumpeter has 
rightly indicated that “new problems, ideas, and methods that 
were enemies to the work of other men came to his own work 
as allies. Within the vast fortilied camp that he built, there was 
room — in fact, there was accommodation prepared in advance 
— for them all.”-® But, one must be aware that Alfred Mar- 
shall did not claim any authoritarian superiority for his ana- 
lysis. What he attempted was to show that “the laws of eco- 
nomics are statements of tendencies expressed in^ indicative 
mood, and not ethical precepts in the imperative.”®'’ Again, 
while introducing his stationary equilibrium analysis, Alfred 
Marshall stated that his analysis was neither descriptive nor 
did it deal constructively with real problems.®* His primary 
objective was to “set out the theoretical backbone of our 
knowledge of the causes which govern value.”®'^ It is possible 
to perceive his tribute to the Hegelian dialectics through his 
analysis of market prices: the “Real” gravitating towards the 
“Ideal.” Ultimately, the normal price and market price might 
coincide but during the course of ordinary business of life, the 
reality of market price differed from the ideal of normal price. 

Alfred Marshall m his Principles of Economics attempted to 
discover the manifcld factors influencing the normal and market 
prices, which, in fact, are two aspects of the same phenomenon, 
the differences result from their expression in different time 
periods. At the very outset of his magnum opus, Alfred Maishall 
stated: 

“Joseph A. Schumpeter, Ten Great Economists, p. 93. 

“Alfred Marshall, op. cit,, pp. v-vi. 
p, 324, 
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... as there is no sharp line of division between conduct 
which is normal, and that which has to be provisionally 
neglected as abnormal, so there is none between normal 
values and “current" or “market” or “occasional” values. 
The latter are those values in which the accidents of the 
moment exert a preponderating influence; while normal 
values are those which would be ultimately attained, if the 
economic conditions under view had time to work out 
undisturbed their full effect. But there is no impossible 
gulf between these two; they shade into one another by 
continuous gradations. . . 

From this, it may be seen that Alfred Marshall was conscious 
of the limitations and possibilities of his task. He meticu- 
lously collected his data and effectively meditated over the 
causes. When he set out on his mission of exploring the great 
vista of •'conceptualization” of economic forces operating on 
the ordinary business of life, he was rewarded with an extensive 
panorama of economic cosmos which is both useful and fasci- 
nating. This enabled Alfred Marshall to build “not neces- 
sarily a body of concrete truth, but an engine for the discovery 
of concrete truth.”®^ This great quality of Alfred Marshall in 
emphasizing the method rather than the conclusion endeared 
him to all subsequent generations of economists to whom he 
showed the way for economic investigations. Alfred Marshall 
showed to the economists the orchard of economic investiga- 
tions, he did not offer them the fruits from his garden. 

Marshallian Pair of Scissors 

“The price of every thing rises and falls from time to time and 
place to place.”*® This raises an important problem of economic 
analysis. Any explanation of this phenomenon is, however, full 
of difficulties. We have already seen how Adam Smith had 
been trying to discover the essential ingredients in which terms 

“/6/rf., p. vii. 

•’Joseph A. Schumpeter, Ten Great Economists, p. 101. 

** Alfred Marshall, op. cit., p. 61. 
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the value of all articles could be expressed. Karl Marx had 
raised his superstructure of the exploitation theory of labour. 
The Austrians, besides many others, attempted to discover sub- 
jective measure of value. None of these could, however, present 
a comprehensive theory of value. William Stanley Jevons 
stated that “value depends entirely upon utility,” but this did 
not end the controversy. Alfred Marshall emphasized the cost of 
production reflected in the supply schedule of the producer 
and the final utility expressed through the demand curve as the 
two component parts of the Law of Supply and Demand which 
finally led the individuals to every business transaction. Alfred 
Marshall stated: 

We might dispute whether it is the upper or the under 
blade of a pair of scissors that cuts a piece of paper, as 
whether value is governed by utility or cost of production. 
It is true that when one blad; is held still, and the cutting 
is effected by moving the other, we may say, with careless 
brevity, that the cutting is done by the second; but the 
statement is not strictly accurate, and is to be excused only 
so long as it claims to be a popular and not a strictly 
scientific account of what happens 

Joseph A. Schumpeter has criticized the Marshallian elabora- 
tion as meaningless and has affirmed that the cost of production 
principle is not different from the utility theory. He finds it 

meaningless to accuse cither Jevons or the Austrians of 
wishing to minimize the importance of the very theorem 
which they were first to deduce rationally and Friedrich 
von Wieser called the “law of costs.” They stood in no 
need of being told about the two blades of Marshall's pair 
of scissors. What they aimed at showing was that both 
blades consist of the same material— that both demand 
and supply (no matter whether the case is one of exchang- 


••/Wrf., p. 348. 
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ing existing commodities or one of producing them) may 

be explained in terms of “utility.”*® 

But, Alfred Marshall did not consider both the blades to be 
of the same material. His effective contribution has indeed been 
in showing that both blades involved in this process behave in- 
dependently. In a way, they may represent the two opposing 
sets of forces, those which impel men to economic efforts and 
sacrifices, and those which hold them back. These two sets of 
forces are important in determining market behaviour during 
any period. 

Value is Relatixe 

At a very early stage of his analysis, Alfred Marshall examin.d 
the different Ineanings of the two concepts, namely, value-in- 
exchange and value-m-use which had demanded attention 
even from Adam Smith and others. The former, that is valuc- 
in-exchange, has reference to “the power of purchasing other 
goods which the possession of that object conveys,” and the 
latter, that is, value-in-use expressed the relationship between 
the object and the utility or the measure of satisfaction it pro- 
vided to the consumer. Marshall did not very much like to 
use the concept in tb* latter sense, and with regard to value-in- 
exchange he stated that the “value, tliat is. the exchange value 
of one thing in terms of another at any place and time, is the 
amount of that second thing v hich can be got there and then in 
exchange for the first. Thus the term value is relative, and ex- 
presses the relation between two things at particular place and 
time.”*! 

This relative value is usually expressed in terras of national 
currency. In this way, the purchasing power of money also 
enters the arena of market behaviour. But, the measurement of 
the changes in value of money is a difficult proposition. “If 
the purchasing power of money rises with regard to some 
things, and at the same time falls equally with regard to equally 

“Joseph A. Schumpeter, History of Economic Analysis, p. 922. 

“Alfred Marshall, op. cit., p. 61. 
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important things its general purchasing power (or the power of 
purchasing things in general) has remained stationary.”^* But 
such a balance is not always maintained. Every commodity 
behaves independently. Therefore, “stationariness” in the 
general purchasing power of money cannot be assumed. More- 
over, money is not only a measure of value— wwm£»ru/rc— it is 
also a positive factor in determining market conditions. It is 
unrealistic to postulate neutral money, particularly in the 
present context. By incorporating the influence of money on 
market conditions, the subject-matter would for the time-being 
become very much complicated. Therefore, in his Principles 
of Economics, Alfred Marshall has overlooked the influence of 
money in prices. This assumption has reduced the realistic 
nature of his analysis, but it has certainly very muih simplified 
the analysis. 

Stationary or Partial Equilibrium 

The central theme of Marshallian analysis has been the 
stationary or partial equilibrium. He has examined the general 
relations of demand and supply; especially those which are 
connected with that adjustment of price, by which they are 
maintained in “equilibrium.”*^ This analysis has two sides, 
namely, analysis of supply prices and analysis of demand condi- 
tions. From the standpoint of demand analysis, every article is 
required for satisfying a consumer demand either directly or 
indirectly. When a trader or a manufacturer buys a thing for 
employing it in producing other things which could satisfy the 
consumer’s want directly, then, in that case the article bought 
by the trader or the manufacturer is said to satisfy the consumer 
indirectly. But, in such transactions also, the motive for transac- 
tion comes from the urge to satisfy consumers' demand. The ulti- 
mate regulator of all demand is, therefore, consumers’ demand.®* 
The multifarious and complex nature of human wants can never 
be measured by any objective yardstick but the economists at- 
tempt to measure the intensity of desire or want by the willing- 

p. 62. p. 323. p. 92. 
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ness of the individual to pay for its fulfilment or satisfaction. 
This may be an unsatisfactory approach, but that is the funda- 
mental postulate for all economic analysis. Granting the validity 
of this approach, no one would object to the fact that every 
individual, at the earlier stages of the act of satisfying his wantSs 
would be willing to pay higher prices (or undergo greater 
sacrifice) than at a later stage. “In other words, the additional 
benefit, which a person derives from a given increase of his stock 
of a thing, diminishes with every increase on the stock that he 
already has.” *"^ As a result of this tendency, the amount of the 
commodity that the individual would like to possess would de- 
pend upon the satisfaction derived from that unit and the sacri- 
fice necessary for the same; when the two are in balance there 
the transaction will be made. “That part of the thing which he 
is only jusi induced to purchase may be called his marginal 
purchase because he is on the maigin of doubt whether it is 
worth his while to incur the outlay required to obtain it.”®® 
Aggregation of all such demands of dilTerent individuals would 
give the total demand for the commodity. The responsiveness of 
the demand to different levels of price is known as the elasticity 
of demand and this “elasticity (or responsiveness) of demand in 
a market is greater or small according to the amount demand- 
ed increases much or little for a given fall in price, and dimini- 
shes much or little for a given rise in price. 

Demand becomes efficient oniy when the price which the 
individual is willing to offer reaches that level at which others 
are willing to sell.®'* Willingness of the seller to offer different 
amounts of the commodity at different piiccs represents his 
supply schedule. It is determined by his marginal cost of 
production of the article. An ndividual inquiring into the 
different types of expenditure which would determine the 
normal supply of a certain quantity of any commodity would 
have to reckon such factors as (/) prices of the raw materials 
required to produce the commodity, (//) wear-and-tear and 

p. 93. 

p. 102. p. 95. 
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depreciation of the building, machinery, and other fixed capital, 
(in) interest and insurance charges on capital employed, 
(/v) wages of those who work in the factories, and (v^) the 
gross earnings of management (including insurance against loss), 
of those who undertake the risks, who engineer and superintend 
the working. Such estimates will have to be made with refer- 
ence to the amounts of each of them that would be wanted.®® 

Besides, Prime Costs and Supplementary Costs also figure 
in these reckonings. Prime or Special cost refers to the 
(money) cost of raw materials used in making the commo- 
dity, wages of that part of the labour spent on it which is 
paid by the hour or the piece, and the extra wear- 
and-tear of plant.'^^* Supplementary cost meant the “standing 
charges on account of the durable plant in which much 
of the capital of the business has been invested, and also 
the salaries of the upper employees: for the charges to which 
the business is put on account of their salaries cannot 
generally be adapted quickly to changes in the amount of 
work tlicre is for them to Such estim*ates are 

often difficult, particularly so in the case of joint supply: 
beef and hide or mutton and wool are illustrations of joint 
supply and variations in the proportion of their joint supply 
are not always possible. In such cases, estimation of the cost of 
production for different units of the outputs taken separately is 
difficult. However, these difficulties will have to be surmounted 
in order to work out the supply schedule. 

Alfred Marshall has stated that the volume of production 
adjusts itself to ihe conditions of market, and normal price is 
determined at the position of stable equilibrium of normal demand 
and normal supply.^® When the demand and the supply prices 
are equal, the amout produced has no tendency either to increase 
or to diminish; it is in equilibrium. When demand and supply arc 
in equilibrium, the amount of the commodity which is being 
produced in the unit time may be called the equilibrium 


*^Ibid,, p. 347. 
^Ubid. 


*mid,, p. 360. 
«/6/d., p. 338. 
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amount, and the price at which it is being sold may be called 
the equilibrium price.*^ This equilibrium price is attained 
when the marginal demand price and the marginal supply price 
are in balance. Prices thus reached would be the normal price. 

Element of Time 

Element of time is significant in determining the market 
equilibrium. Alfred Marshall himself conceded that “the 
difficulties of the problem depended chiefly on variations in the 
area of space, and the period of time over which the market in 
question extends; the influence of time being more fundamental 
than that of space.”** Many factors affect the extent of the 
market. They relate to the nature of demand for the commodity, 
means of transportation, durability of the commodity, and the 
relationship between its value and bulk. Again, markets vary 
according to the period of time which is allowed to the forces of 
demand and supply to bring themselves into equilibrium with 
one another, as well as with regard to the area over which they 
extend.*® Detailed examination of such market forces would 
be necessary for a clearer understanding of the equilibrium 
position. 

The significance of time-clement in the present context is much 
more important than ordinarily granted to it. Alfred Marshall 
has himself stated that the clement of time “requires more careful 
attention just now than does that of space.”*® But, periodiza- 
tion is always a difficult problem. Any endeavour to demarcate 
time within distinct limits is artificial. Such divisions are 
attempted only to aid clarity in thinking. Determination of 
price, in every period, according to Alfred Marshall, would 
result from the interaction of supply and demand conditions. 
Forces operating behind supply and demand, however, would 
distinctly depend upon the time iioi izon taken into account. 

At any point of time, supply would mean the stock of the 
commodity in question which is on hand, or at all events “in 
sight.” When the period under consideration is a few months or a 

**/Wd.. p. 346. *‘/W</.,p. 496. **/W.. p. 330. "Ibid. 
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year, supply would mean broadly what can be produced for the 
price in question with the existing stock of plant, personal, and 
impersonal, in the given time. When a longer period extend- 
ing over several years is taken into account, supply would refer 
to what can be produced by plant which itself can be 
remuneratively produced and applied within the given time, 
while there are very gradual or secular movements of normal 
price caused by the gradual growth of knowledge, population, 
and of capital, and the changing conditions of demand and 
supply from one generation to another.*’ 

Similarly, demand would refer to different sets of conditions 
for different time-horizons. Taste, consumption pattern, avail- 
ability of substitutable commodities, growth in population, 
changes in disposable income, and several sudh other factors 
would influence demand: their impact would differ according to 
the period of time taken into account. Alfred Marshall had 
already seen the possibility of both blades of the pair of scissors 
not functioning actively, and in the same manner fof all time- 
horizons. The general principle of equilibrium may have to be 
qualified in certain ways. For this reason, Alfred Marshall 
stated: “We may conclude that, as a general rule, the shorter 
the period which we are considering the greater must be the 
share of our attention which is given to the influence of demand 
on value; and the longer the period, the more important will 
be the influence of cost of production on value.”” 

Divergence between market and normal prices, according to 
Alfred Marshall, could be minimized only in a long period; 
during the short period, both may vary depending upon the 
vagaries of circumstances. Marshall has stated: 

The actual value at any time, the market value, as it is 
often called, is often more influenced by passing events 
and by causes whose action is fitful and short lived, than 
by those which work persistently. But in long periods 
these fitful and irregular causes in larger measure efface one 


pp. 378-9. 


345. 
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another’s influence; so that in the long run persistent causes 
dominate value completely. Even the most persistent 
causes are however liable to change. For the whole struc- 
ture of production is modified, and the relative costs of 
production of different things are permanently altered, from 
one generation to another.** 

Marshallian equilibrium analysis as a theoretically consistent 
apparatus for analyzing market mechanism may be very useful, 
but the element of time introducing divergence between normal 
and market prices makes such an apparatus of doubtful vali- 
dity for practical purposes. 

Marshallian Conlribution Restated 
Summing up fhc Marshallian contribution to the analysis of 
market mechanism, it may be stated that the most important 
consideration has been given to the stationary equilibrium ana- 
lysis. According to tins approach, when demand and supply are 
in equilibrium, the amount of commodity which is being pro- 
duced in a unit of time may be called the equilibrium amount 
and the price at which it is being sold may be called the 
equilibrium price.^ Equilibrium price is influenced by the 
period of time that is allowed for supply and demand conditions 
to adjust. As a gener..' rule, the influence of demand on value 
is greater during the shorter period under consideration, where- 
as the influence of cost of produotion is greater when the period 
under consideration is longer.®' The influence of the cost of pro- 
duction on values does not show itself clearly except in relative- 
ly long periods, and it is to be estimated with regard to a whole 
process of production rather than to a particular parcel of goods.®* 
The cost of production as a determinant of the price is consi- 
dered at the margin of operation; it refers to the cost of pro- 
duction of that part of it which is raised on the margin, that is, 
under such unfavourable condition as to yield no rent.®* 

This apparatus of analysis is fruitful only in competitive ccono- 
**Jbid., pp. 349-50. p. 345. “/Wrf., p. 349. 

"Ibid., pp. 361-2. "Ibid., p. 499. 
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my with diminishing returns under operation. When the produc- 
tion process is experiencing increasing returns, its true charac- 
ter may not be perceived in short period and the “statical 
theory of equilibrium is not wholly applicable in that case.” 
Normal price resulting from the equilibrium of normal demand 
and supply, however, is neither the average price nor the 
market price; it is only by accident that an average price will 
be a normal price. Despite the lucid exposition of his theory 
of prices, Alfred Marshall has himself cautioned that any theory 
based on a scries of assumptions in order to simplify matter 
could not be helpful: 

In this world therefore every plain and simple doctrine as 
to the relations between cost of production, demand and 
value is necessarily false; and the greater the appearance of 
lucidity which is» given to it by skilful exposition, the more 
mischievous it is. A man is likely to be a better economist 
if he trusts to his common sense, and practical instincts, 
than if he professes to study the theory of value and is 
resolved to find it easy."** 


Therefore, wc shall have to be very careful in approaching the 
problem of pi icing. 


The Impact of Money 

In order to analyze the problem of prices from a practical 
standpoint, one cannot be overlooking monetary factors. 
Specially in relation to market prices, money plays a vital role. 
One must, therefore, analyze the impact of money on prices 
and production. Money, in everyday life, plays an important 
role. Over business transactions, it functions like a veil, where- 
as for industries it oils their wheels. As such, it does not 
remain merely a medium of exchange and a standard of value. 
Money plays a positive role in economic cosmos, 
importance of money in determining general level of prices is 


widely acknowledged. The quMi|ttT9l4^pry of money with its 
p. 368. ^ 
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various refinements is extensively discussed in this context, but 
we do not wish to elaborate that theory here. Our main 
concern is to discuss fluctuations in relative prices and variations 
in prices, inter-temporal and inter-spatial, with a view to 
examining its impact on the level of production.®® 

The quantity theory of money, though a valuable contribution 
for understanding the dynamic economic relationships, docs 
not throw much light on the problem at hand. Professor 
Friedrich A. Hayek has indeed emphasized the need for a 
monetary theory which could explain the impact of money on 
relative prices. In fact, whenever the amount of money varies 
in a society, the change does not take place simultaneously so 
that the amount^at the disposal of everyone is changed pro- 
portionately. Variation in the quantity of money change^ the 
relative income distribution in the community. Disposable 
income of the individual taken together with his consumption 
pattern determines the quantity of different articles he would be 
demanding. Money also alters the marginal utility of different 
commodities he would be consuming. Thus, a different order 
of priorities comes into operation. Entire demand schedule 
of the community, depending upon the distribution of income 
and the proportion of increa^^cd quantity of money flowing to 
different groups of population, is changed. It would estab- 
lish a new equilibrium between production and prices. 

Money also influences the production decisions of various 
entrepreneurs. It affects the inventory accumulation of traders 
and businessmen. But, everyone of this group is not affected 
identically. Investment planning by different industrialists is 
very much influenced by the prevailing rates of interest. But, 
the elasticity of production schedules differs for different indus- 
tries. Moreover, some people would have acquired a larger 
share in the increased quantity of money and others would have 
received less. When selective credit control and credit guaran- 
tee schemes for privileged groups of industrialists are in opera- 
tion, they would take advantage of the increasing amounts of 
**F. A. Hayek, Prices and Production^ George Routledge, London, 1941. 
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money at their disposal. Availability of money supply at 
dilTerent rates of interest to different groups of industrialists 
would affect the cost of production of various commodities. Such 
variations would also alter normal supply and normal demand 
prices, thus leading to a new equilibrium. These changes would 
not only lead to a new level of general price but they would also 
influence the relative prices. 

Practical problems relating to prices in any community do not 
require that we only studied the monetary aspect of the ques- 
tion. Many other problems also become necessary whose study 
would be helpful. For taking a comprehensive view and to be 
effective in price control administration, many other matters 
affecting prices have to be studied. Even the simple supply 
and demand analysis described earlier assumes many relation- 
ships as given which do not always pertain to actual life. Per- 
fect competition, which is based on the assumption that every 
entrepreneur is free to enter into production activities and to 
quit them whenever he finds it necessary because of lus incurring 
persistent loss, docs not hold always good. There are many 
restrictions, almost in every type of economy, which limit the 
freedom of the entrepreneurs. 

Controls and Restrictions 

In underdeveloped countries, there arc often too many controls 
and restrictions. Therefore to expect competition in such 
economies is unrealistic. The price mechanism, in fact, operates 
in varying degrees of imperfections. But, perfect competition 
and perfect monopoly arc two extremes of the scale. Moreover, 
there are limitations even on the consumers side. Here we are 
not thinking of ignorance about the availability of different pro- 
ducts and of the price differentials prevailing for similar articles 
in different markets but of those conditions which arise due to 
pooling together of individual requirements as in the case of con- 
sumers cooperative societies or due to the emergence of public 
sector activities when large-scale purchases are made by public 
authorities on the basis of tenders submitted to it. Under such 
conditions, the producers do not face perfect competition. 
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Transport facilities which arc expected to convey immediately 
cheaper articles to markets where higher prices prevail are not 
always available. During recent years, many governments have 
assumed the responsibility for providing essential commodities at 
reasonable prices to the masses. But, this can be possible only 
when the prices arc controlled. Such controls have also to be 
accompanied by government procurement measures. When 
these conditions prevail, it is natural to expect distortions in 
natural price mechanism. The levels of outputs and the levels 
of prices for dilTerent articles arc different in controlled markets 
from what they would have been otherwise. 

Black marketing is already an established fact in economic life. 
An analysis of these factors would take us to the very depth of 
theoretical eco’nomics. Here we do not intend to go to that 
extent. In order to indicate some of the significant situations 
under these conditions, a set of diagrams is, however, given here 
which might enable us to visualize some of the interesting 
features of the price-output equilibrium attained under 
different conditions. 

The first three figures in the diagiam (p. 24) represent the 
Marshallian equilibrium positions. The equilibrium positions 
in these diagrams refer to constant, diminishing, and increasing 
returns. In Fig. 3, increasing return obtains after the level of 
pioduction has reached Oh. In each case 5S’' is the supply 
curve, DD' is the old positioi of the demand curve, and cUl' 
its position after the change in normal demand. In each case 
A and a are respectively the old and new positions in 
equilibrium; AH and ah are the old and new normal or 
equilibrium prices; and OH and oh, the old and new 
equilibrium amounts. 

Fig. 4 shows equilibrium of the firm as indicated by Professor 
J. R. Hicks. Supposing that an amount ON of the factor is 
being employed, and the amount of product secured is PN, 
and AtK represents the quantity of product whose market 
value equals the value of ON, then OK is the surplus product 
accruing to the enterprise. The conditions of the equilibrium 




Fig. 1 Fig. 2 Fig. 3 Fig, 4 
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are that OK should be maximum, and should be positive, 
which are attained when KP is tangential. J. R, Hicks elabo- 
rates the condition by indicating that the slope of the produc- 
tion curve at the point of equilibrium must equal the ratio of 
the prices of the factors to the price of the product. Secondly, 
the production curve must be convex upwards at the point of 
tangency, and, thirdly, the slope of OP must be greater than 
that of PK. These conditions may be classified under two 
sets of alternative forms: 

Price of factor Price of product 

= Value of marginal product = Marginal cost 

Marginal product diminishing Marginal cost increasing 
Average product diminishing Average cost increasing 

Fig 5, 6, and 7 show equilibrium positions under perfect 
competition, monopoly, and price discrimination in two isolated 
markets. Full equilibrium requires a double condition, that 
marginal revenue is equal to marginal cost, and that average 
revenue (or price) is equal to average cost. The double condition 
of full equilibrium can only be fulfilled when the individual 
demand curve of the firm is a tangent to its average cost curve. 
When competitionis perfect, marginal revenue is equal to price 
(or average revenue). Marginal/cost also, therefore, must be 
equal to average revenue. But, for full equilibrium, price (or 
average revenue) must be equal to average cost. “Full equilibri- 
um can therefore only be attained, under perfect competition,” 
according to Mrs Joan Robinson, “when marginal cost is equal 
to average cost. Marginal and average cost arc equal at the 
minimum point on the average cost curve.” Equilibrium under 
monopoly, according to Mrs Robinson, is determined where 
marginal cost equals marginal revenue (Fig. 6), Monopoly price 
is equal to marginal cost multiplied by e^e — 1, if e is the 
elasticity of demand. Price under monopoly would, therefore, 
be equal to the demand price (AR) for the amount of output 
(OM) sold there. 

The monopoly output under price discrimination (Fig. 7) is 
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determined by the intersection of the monopolist’s marginal 
cost curve (AfC) with the aggregate marginal revenue curve 
{AMK). The total output (OAf) is made of the amounts {OMi 
and OMt) sold in the two markets, ' in each of which the 
marginal revenue curves {MRi and M/?*) is equal to the 
marginal cost of the whole output (MC). The pricf in each 
market (Pi and Pg) will ihe demand price (ARi and AR^ 
for the amount of output (OAfi and OMt) sold there. 

During the period of price control (Fig. 8), if the administra- 
tively decided price (OP) is lower than the normal price (QE), 
the situation would not be stable; black-market in the article 
would prevail. The range of black -market price would be 
between OP ^and OB, PB being the addition due to price 
control. 

This kind of elaborate analysis may be logical and theoreti- 
cally satisfying. Empirically, they are too precise to be true. 
Perfect competition, which has been the bedrock of economic 
analysis, has now been acknowledged as being merely a limiting 
case of monopolistic competition. But, even under imperfect 
competition, no monopolist will ever hit upon the exact point 
at which his net revenue will be the greatest unless he has an 
accurate and enlightened system of cost accounting and a good 
knowledge of the market conditions in which he has to sell. 
Where we dwell is not the world of abstractions, nonetheless, 
we are not absolutely free from the influence of market prices. 
There arc many social and human problems related fluctuations 
in price. 

Impact oj Price Mechanivn 

Price mechanism being the so! ’r orb around which the econo- 
mic cosmos revolves, it is but natural to expect that the impact 
of market prices would be extensive and profound. The study 
of price mechanism has so far only shown how the levels of 
output and price would be decided under market conditions. 
But, price mechanism is not only a phenomenon determined by 
various economic forces; rather it even regulates and guides 
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several important factors of the economic system. For this very 
reason, even in centrally planned socialist countries, the concept 
of “shadow prices” has been invented and many policy decisions 
taken on the basis of such theoretical considerations. Obviously, 
therefore, the importance of price mechanism in free economies 
cannot be loo much emphasized. 

Price mechanism may assist investment planning, prevent 
inflationary and deflationary pressures, ensure equitable distri- 
bution of income and property, and prevent and control anti* 
social rigging of the market. Such economic objectives may 
be achieved even by complex administrative regulations, but 
the superiority of pi ice mechanism rests with its simplicity. A 
system of direct quantitative controls is the breeding ground 
for spivery and corruption. It is the father of black-markets 
and carries with it an insidious threat to public moral it y.*'"’® 
Economic administration in “inexpert charge” may have 
dangcrou^ possibilities; the stake in such eases beyig human 
lives, social regeneration, and personal initiative and freedom. 
Any false step, which in fact, is more likely in such cases than 
not, might jeopardize "he welfare of the people and dim the 
light of liberty for several generations to come. No system of 
economic regulations which corrodes the very root of social 
cohesion could be considered belter than the simple apparatus 
of price mechanism. Under thi> mechanism, national resources, 
human as well as materi<il, could be developed satisfactorily. 
Price mechanism reduces administrative proliferation, red-tape in 
economic regulation, and it eliminates almost completely the 
will of the single individual being subjugated to that of the 
collective entity often personified in democratically elected 
representatives. Incfticicnt price control in several circumstances 
may be more dangerous than pure chaos. 

There are certain fundamental aspects of economic life on 
whose satisfactory progress depends the welfare of the com- 
munity. Some of these aspects are employment, production, 

••J. E. Meade, Planning and Price Mechanism, George Allen & Unwin, 
London, 1949. 
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consumption, investment, risk-bearing, and initiative for esta- 
blishing new undertakings, new innovations, and technological 
experiments and research. Obviously, these cannot always be 
satisfactorily developed if the system is cluttered witli too may 
restrictions and hindrances. The progress in respect of these 
items would depend upon proper motivation of the people and 
upon their basic urges. By determining the levels of output in 
various lines of production, given the level of technology, price 
mechanism directs the labour force to the most appropriate lines 
of activities. It is only when monopolistic competition ligs 
the market that the feasible maximum employment is reduced 
Under such conditions, socialization of the enterprise with 
proper pricing policy could reduce the defect. Price mechanism 
accompanied By the operation of the rate of interest might 
assist the economy in acquiring the appiopiiate level of capital 
formation and roundabouted ness in industrial structuie. Balance 
in the structure of production along with necessary adjustments 
to .the changing conditions can thus be induced to create the 
best conditions in the society. 

Even in order to achieve the most harmonious international 
economic relations, the importance of price mechanism is vital. 
Balance of payments, export performance, and efficiency in the 
production of internal. anally traded commodities are intimately 
connected with the availability of right kind of incentive, initia- 
tive, and competitiveness. G en fair opportunity to market 
prices to work out then influences, it may be posable to have 
effective control over internal demand, external capital move- 
ment, and adjustments in exchange rales, l-or every developing 
country. It is, therefore, important to Iccp a watch over the 
market mechanism and price be'iav iour. 

Many adjustment problems a:c easily solved by providing 
freedom to the market mechanism. Particularly, in a developing 
economy, several problems arise which are of a difficult nature. 
Here we do not refer to such problems like price control, ration- 
ing, direction of financial resources, grant of subsidies and other 
social security measures which have obvious relationship with 
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price mechanism, but we wish to draw attention to such addi- 
tional financial burden which arise due to deteriorating law and 
order situation, administrative corruption, complicated financial 
and fiscal regulations, and increasing budgetary difficulties. Crux 
of the problem lies in psychological involvements of the admini- 
strators. The fact that the political authority to be effective must 
usurp economic power is expressed in a developing country by 
disrupting price mechanism so as to concentrate economic 
and political power together leading to authoritarianism of 
the worst anti-social variety. Many of the social evils of an 
early stage of economic development result from distortions 
of this natural economic apparatus. One of the problems 
facing democracy i^ to safeguard the freedom of market 
mechanism. Economists must be careful m analyzing the actual 
behaviour of the market prices. But it has also to be borne 
in mind that the application of theoretical apparatus in actual 
life is almost impossible. For this reason, it may be neces- 
sary to adopt a different approach. In order to see«how com- 
plicated is the task of regulating market prices, let us examine 
the behavioui of Indian prices during the last twenty years or so, 
and sec what arc the forces working behind this phenomenon. 


Behavior of Indian Prices 

Since independence, there has been phenomenal rise in Indian 
prices The index of general prices which amounted to 297 
in 1947 as against 100 in 1939 reached a staggering figure of 
675 in 1966. Such a steep rise in Indian prices would imply 
that a young Under-Secretary having joined the Government 
of India in 1948 would find that his salary of Rs 3,500 per 
month in 1967 having attained the highest official position of 
Secretary in a ministry, in real terms, is no preferment on 
what he received during the early years of his career. This is, 
indeed, a sad commentary on Indian progress. Even to the 
base 1952-53 as 100, when the Indian economy is said to have 
attained normalcy, the index of general prices rose to 183.5 in 
1966. Chart I shows the tiend of general price index since 1947. 



A -if KKK 








32 


CURRENT ECONOMIC PROBLEMS 


From the chart, the ever-rising trend in general prices, 
excepting for the intervening period between 1951 and 1955 , 
becomes evident. This spectacular rise is more pronounced 
if it is compared with international price index. The Indian 
prices have stepped out of accord with international prices. 
Many European countries such as France, Belgium, Germany 
(West), Italy, and the United Kingdom were seriously ravaged 
during the Second World War. The plight of Japan was 
no better. Nonetheless, Table 1 shows that these countries 
have done much better than India. Considering 1958 as 
100 , the index of wholesale prices in the United Kingdom 
increased fiom 77 in 1950 to 120 in 1966 , in Belgium from 
91 to 112 , in Italy from 92 to 1 13 , and in France from 64 to 
123 ; the wholesale price index in Japan during the period 
increased from 71 in 1950 to 108 in 1966 . The corresponding 
variation in Indian wholesale price index was from 95 in 1950 
to 165 in 1966 . The change in wholesale prices during the 
peiiod as per cent per annum compound rate has 5een 3.5 for 
Ind.a a-, compared to 4.2 in France, 2.8 in the United Kingdom, 
2 in West Germany, 1.3 in Belgium and Italy, and 2.7 in 
Japan. Compared even to other developing countries, India has 
been unfortunate: the per annum rate of increase in Pakistan 
has been 3.5 per cent whereas it was 2.6 per cent in the 
Philippines, 1.7 per cent in Thailand, and 2.5 in Egypt, The 
Indian condition has, however, been better than Argentina, 
Brazil, Chile, and such South American countries where run- 
away inflation has already seriously disrupted their economy. 

The behaviour of Indian pi ices has been erratic. The estima- 
ted 3.5 per cent per annum compound rate of increase during 
1950 to 1966 does nst show the intensity of annual vaiiations. 
The very first year of independence registered 23.6 per cent 
increase in general prices, whereas during the next two years, 
the rate of increase over the preceding year amounted to 3.8 per 
cent and 5.2 per cent respectively. Since then, the fluctua- 
tions have been distinctly disturbing. Chart II shows the 
annual rate of variation in general prices over the preceding 



Table 1 


INDEX NUMBER OF WHOLESALE PRICES 
(INTERNATIONAL COMPARISON) 

1958=100 


Increase 


Country 

J950* 

1956 

1961 

1965 

1966 

between 1950 
and 1966 per 
cent per on- 

num com- 
pound rate 

Argentina 

n.a. 

61 

292 

767 

921 

32 O+r 

Belgium 

91 

102 

100 

no 

112 

1.3 

Brazil 

10 

79 

250 

1925 

n.a. 

31.9*t 

Canada 

93 

99 

102 

no 

114 

J.3 

Chile 

6 

56 

n8 

429 

527 

32.2 

Denmark 

82 

101 

102 

115 

118 

2.3 

Kgypt (UAR) 

82 

93 

102 

113 

122 

2.5 

Prance 

64 

85 

no 

121 

123 

4.2 

Gcimany (West) 

80 

99 

102 

107 

lo; 

2.0 

India 

95 

92 

113 

145 

165 

3.5 

Italy 

92 

101 

98 

112 

113 

1.3 

Japan 

71 

104 

10a 

104 

108 

2.7 

Netherlands 

83 

99 

98 

111 

117 

2.2 

New Zealand 

72 

96 

102 

in 

112 

28 

Norway 

69 

98 

102 

112 

114 

3.1 

Pakistan 

n.a. 

n.a 

108 

118 

131 

3.5tt 

Philippines 

95 

9a 

111 

137 

143 

2.6 

Sweden 

71 

01 

105 

120 

124 

3.5 

Switzerland 

93 

101 

99 

108 

no 

1.0 

Thailand 

74 

95 

100 

96 

n.a. 

l,7*^ 

United Kingdom** 

77 

96 

104 

117 

120 

2.8 

United States 

87 

96 

100 

102 

105 

1.2 

Yugoslavia* ^ 

n.a. 

99 

106 

130 

144 

4.7tt 


SouRCt; Monthly Bulletins of Statistics, United States. 
♦Deflated scries. ••Finished products, 

t Producer’s prices of industrial products, 
tt Compound rate of increase between 1958 and 1966. 

*t Compound rate of increase between 1950 and 1965. 
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increased from 91. S in 1955 to 183.5 in 1966 but that of food 
articles during the same period rose from 85.4 to 189.2, cereals 
from 73 to 165, edible oils from 81 to 288, and sugar from 95 
to 160. Industrial manufactures have shown distinctly differ- 
ent trend from those of agricultural commodities. Fuel follows, 
more or less, the same trend as that of industrial manufactures, 
but agricultural items such as food articles, cereals, tobacco, 
and agro-based industrial inputs have, more or less, behaved 
identically; industrial raw materials since 1960 have, however, 
shown some differences. 

Fluctuations in Indian prices have not been uniform through- 
out the country. Widespread availability of transistors and radios 
which broadcast market prices prevailing in metropolitan cities 
have, in fact, encouraged maintenance of high prices of several 
articles which otherwise could have fallen in different regions. 
Even the perishable articles such as raw and green vegetables 
and fruits, which should have been cheap in season in hilly and 
isolated regions, ha\e been quoting high urban prices. It has not 
been possible even to establish uniform prices for a variety of 
other articles. Dr K. N. Raj has stated that the wholesale prices 
of wheat during the decade following 1955 have risen by 57 per 
cent in the Punjab, while the rise was twice as high in Madhya 
Pradesh, 2^ times us high in Uttar Pradesh, and 3 times as high 
in Bihar.®’ The range of variations in the prices of several essen- 
tial articles has also been substantial. 

It has been noted that the range of variations in the whole- 
sale prices of rice in different States amounted to Rs 45 to 
Rs 60 per quintal in 1950-51, Rs 44 to Rs 51 in 1956-57 but it 
rose to Rs 58 to Rs 92 in 1964-65. For wheat, the range amount- 
ed to Rs 26 to Rs 48 in 1950-51, Rs 32 to Rs 48 in 1956-55 but 
Rs 47 to Rs 96 in 1964-65; and for jowar, it has been Rs 26 
to Rs 48 for 1950-51, Rs 32 to Rs 43 in 1956-57 but Rs 43 to 
Rs 64 in 1964-65.®* Such variations have existed for other items 

•’K. N. Raj, Regional Disparities of Foodgrains Prices, quoted in 
Gyanchand, The Menace of Inflation, Manaktalas, Bombay, 1957, p. 146. 
“Gyanchand, op, clt., p. 145. 
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as well; they have prevailed so even during other periods. For 
example, in September 1955, the wholesale prices of coarse 
quality rice was Rs 1 1 per maund at Jagadalpur in Madhya 
Pradesh, Rs 13 per maund at Balasore in Orissa, whereas in 
Contai in West Bengal, for the same stuff one had to spend 
Rs 15.50. In September 1961, six years later, the same amount 
of rice was sold for Rs 16 at Jagadalpur whereas at Kumba- 
konam in Madras, the price was Rs 24, and in Balasore it was 
sold for Rs 17 and in Contai for Rs 18.50. In September 1964, 
Jagadalpur sold the coarse rice at Rs 21.61 per maund whereas 
at Kalyan in Maharashtra, the price was Rs 33.58 per maund, 
in Balasore it was priced at Rs 25.37 per maund, at Contai 
Rs 24.02 per maund. Even in September 1965 the controlled 
price for coarSe rice at Jagadalpur amounted to Rs 21.75 
whereas at that time it was Rs 24.46 per maund at Contai and 
Rs 38.91 per maund at Ranchi in Bihar. Similar variations 
have existed for wheat and other crops too. 

Factors Affecting the Trend 

There have been four main trends in Indian prices, namely, 
(/) changes in general prices, (//) inter-commodity variations in 
prices, (///) inter-temporal changes in price-level, and (/r) inter- 
locational variations in prices. Some of the motivating causes 
have been overlapping, yet it would be useful to examine them 
separately. 

Variations of Gcncial Prices 

The Marshallian equilibrium analysis discussed earlier has 
indicated that the economic cosmos can be stable only when the 
market prices have stability. The two sets of forces represent- 
ed by the two blades of the pair of scissors representing demand 
and supply conditions have not during recent years in India 
been in equilibrium. The agricultural and industrial productions 
have failed to catch up with personal, industrial, and adminis- 
trative demands. Social and political compulsions urging the 
government to introduce industrial regulations, consumption 
subsidies, protection of economic privileges, (uneconomic) p rice 
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needed to offset the increased pressure of population. The rising 
trend of foodgrain prices cannot, therefore, be attributed to in- 
creasing demand or due to any shortages of foodgrains. Increases 
in the demand for personal consumption of foodgrains do not 
explain increases in their prices. This, however, docs not ab- 
solve the faulty distributive channels and such other difficulties. 

Even the shortages of industrial production cannot be held 
responsible for causing increases in prices. Per capita availability 
of industrial goods, despite all shortcomings and inefficiency 
in this sector, has substantially increased. Net output of 
mining, manufacturing and small enterprises at 1948-49 prices 
amounted to Rs 1,480 crores which increased to Rs 2,110 
crores in 1960-61 and to Rs 2,550 crores in 1964-65. The 
population in India is estimated to have increased from 361.1 
million in 1951 to 439.2 million in 1961 and 498.7 million in 
1966. On this basis, Rs 40.1 worth of industrial goods were 
available per individual in 1950-51, Rs 48 worth of such 
goods in 1960-61 and Rs 51.1 worth in 1964-65. Other things 
remaining the same, the industrial prices as a result of this 
improvement should have been falling. To the base 1956 as 
100, the general index of industrial production has, however, 
increased from 74 in 1951 to 92 in 1955, 130 in 1960, 166 in 
1963, 177 in 1964, 187 in 1965, and 192 in 1966. As against 
this, the wholesale price index for industrial manufactures de- 
creased, to the base 1952-53 as 100, from 99.6 in 1950 to 99.4 
in 1955 after which time it rose to 120.8 in 1960, 135 in 1964, 
145.7 in 1965, and 159.9 in 1966. Both these indices show 
regular upward moving trend. This trend is observed in 
several other categories of industrial manufactures too. 
For example, the index of metal production, to the base 1956 
as 100, increased from 54 in 1951 to 97 in 1955, 106 in 1960, 
201 in 1963, 219 in 1964, 240 in 1965, after which it declined 
to 222 in 1966, but the wholesale price index for this category 
of item has also to the base 1952-53 as 100 increased from 
86 in 1950 to 114 in 1955, 147 in 1960, 168 in 1964, 181 in 
pp. J 15-45. 
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1965, and 195 in 1966 Snnilar trend has also been observed 
in the case of production and wholesale price of machinery 
including electricals Evidently, the supply of these articles 
cannot by itself be considered responsible for increases m their 
prices. 

As IS evident from the above description, the blade re- 
presenting the supply schedule of the Marshallian pair of 
scissors has been inactive but the other one representing the 
demand side has in fact exerted a decisive impact During 
the last two decades, the pirsonal consumption, industrial 
demand for various inputs, and the requirements of the State 
for various items of production have substantially expanded 
Increases in personal consumption have occurred both m real 
and monetary ‘terms 1 ood items still now form 70 1 per cent 
of the ruial, 61 4 per cent of the urbin and 5h 4 per cent of 
the city consumption expenditures Piicc and income elasti- 
cities of demand for such items of consumption have been low 
Consequently, the bulk of increased income is diverted to non- 
essential Items of expenditure During July 19>9-lune 1960, 38 6 
per cent of the urban income was spent over non food items, 
which increased to 40 38 per cent during February 1963-January 
1964 Increases m income have taken place in rural areas as 
well, transistors and uiykne hav.. penctiatcd into rural regions 
and their per capita exp^ndituie has been increasing During 
the foul years of 1960-64, i r capita monthly expenditure of 
rural population increased fioni Rs 20 03 in 1959-60 to Rs 22 31 
in 1960-64. 

Nonetheless, the substantial push h is originated from urban 
consumers whose number as well as income have increased. 
The rural population, particular'v attracted by employment op- 
portunities in urban areas, has Iven migiating to those regions 
the percentage of urban population which accounted for 13 9 
per cent of the aggregate in 1941 increased to 17 3 pei cent 
in 1951, 18 pel cent in 1961 and by 1970 it might be around 
19 per cent This has to be considcicd along with the fact 
that the level of urban expenditure has been higher than in 
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rural areas— per capita monthly rural expenditure in 1959-60 
has been Rs 20.03 as against Rs 27.51 for the urban areas and 
Rs 40.37 for the four main cities — which has been re- 
cently rising further making the gap between them wider. 
The corresponding consumer expenditure in 1963-64 amounted 
to Rs 22.31 for rural areas, Rs 32.96 for uiban and Rs 52.03 
for the cities. During this period, the rural expenditure on 
non-food items decre ised from 29.9 per cent of the total to 
29.75 per cent whereas for the urban areas it increased from 
38.6 per cent to 40.38 and for the cities from 43.6 per cent to 
45.56 per cent. In this context, it may, however, be suggested 
that the impact of changes in consumption pattern in India 
has not been adequately reflected in the price changes of many 
essential items due to various rigidly enforced markings on 
factory products particularly in the case of textiles, drugs, and 
similar other articles. 

The urge to industtiahzc the countiy has very much activized 
the demand for industrial inputs and manufactures, ^isen now, 
a large number of industiies, eg cotton and jute manufac- 
tures, sugar, tea, and coffee industry, arc agro-based. Any 
increase in demand for these articles would increase the pressure 
on land. Special emphasis laid on food production has fur- 
ther intensified the concern about proper utilization of land. 
As a result of higher priority to agricultural development, 
it has been necessary to increase investment in diesel pump 
making enterprises, fertilizer factories, and chemical formula- 
tions. Agricultural implements, tiansport equipment, and other 
items connected with agricultural deselopment have also to be 
provided for. 

In order to supply the agricultuial requirements and to meet 
the growing demand for industrial products, the manufacturing 
sector of the economy has during the last two decades been 
expanded and diversification of production incorporated. India 
has now been able to produce items like ball and roller bearings, 
electric transformers, machine tools, textile machinery, power 
driven pumps, diesel engines, and automobiles. Even locomo- 
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tives, aircrafts, defence equipment, atomic power gene- 
ration, and electronic equipment have made spectacular prog- 
ress. The setting up of petroleum refineries, steel plants, and 
shipyards have significantly added to the industrial strength of 
the country. Even in small-scale sector, higher and sophisti- 
cated technology has been introduced leading to considerable 
expansion in the scope of its activiiies. 

Encouragement to industrial development has been given 
not only for meeting the domestic demand, but also to meet 
the challenge of export markets and to implement the import 
substitution programme. Establishment of such enterprises 
which have primarily taken place m uiban regions has 
increased the demand for such agricultural products as cotton, 
jute, oil-seeds, tea, colTce. besides minerals like iron, manga- 
nese, mica, copper, etc. With increases in the tempo of indus- 
trialization, the demand for machinciy, components, and parts 
has also increased. The manufacturing sector has now to meet 
the increasing demand generated by (urban) personal consump- 
tion, agricultural development, industrial requirements, import 
substitution programmes, and export markets. Lvidcntly, they 
exert substantial pressure on the industrial sector. 

Increasing Government rxpcndiiwe 

Since Independence, the requirements of State have also ex- 
panded much. The expanding scope of administration as well 
as the urgent demand for social security measures hive already 
led to proliferation of civil servants and have expanded the 
government activities. An idea of this expansion in activities 
can be had from the fact that the total employment in the 
public sector has increased fiom 5,234 thousand persons 
in March 1956 to 9,263 thousand persons in December 1965. 
Of this, 3,033 thousand persons in 1956 and 4,919 thousand 
persons in 1965 were engaged in services only. Non-dcvelop- 
incntal revenue expenditure of the Centre, States, and Union 
Territories combined together amounted to Rs 508.7 crores 
in 1950-51, which increased to Rs 617.3 crores in 1955-56, Rs 
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Far-reaching changes have begun in rural economy. Occupa- 
tional pattern as well as consumption habits of the rural popu* 
lation have been changing. Roads have opened the interior 
of villages and jeeps, buses, and trucks have reached the far 
and distant places. The level of education has risen. Better 
health facilities have become available. As a result of these 
changes, a new revolution is afoot Under the various pro- 
grammes of rural development, financial and technical assistance 
have been provided to rural artisans, craftsmen, farmers, and 
agriculturists. Consequently, much money has been sunk in 
Indian villages. 

This tendency has b^en accentuated by another factor. The 
industrialization programme of the country with a large number 
of huge factory establishments and other employment opportuni- 
ties being opened in urban areas has induced emigration of rural 
workers to urban centres. Large movements of rural population 
to industrial establishments and to metropolitan jobs have, 
however, generated return flow of income to rural areas. It is 
difficult to estimate the volume of such return flows, but it may 
be obvious to any visitor that the rural economy, despite being 
highly non-inonetized as yet, has been receiving the impact of 
substantial monetary insasion. Individuals as well as rural 
families have received large amount of money. This has 
happened when the e.\penditure opportunity of these families 
has been scry restricted. Scope of expenditure on essential 
items has been limited. The level of consumption of foodgrains 
and other food articles, clothing, furniture, books, soaps, and 
such other articles h is altered insignificantly. Private construc- 
tion activities have not been encouraged to the desired extent 
either. With the rising levels of income, larger expenditure on 
house building, furnishing and sanitary fittings is inevitable but 
in Indian villages, despite assistance provided to brick-building 
(kiln) activities, the private constructional activities have been 
stagnant. Many difficulties have been present to this kind of 
activities. To name a few, difficulties with regard to the supply 
of cement, steel, timber, and other cheap and suitable house- 
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building materials and designs, besides apathy, lethargy, and 
disincentive, have made the villagers content with their miseiable 
dwellings. This has happened when public buildings for 
panchayat, community halls, police stations, and schools have 
been coming up To some extent, these buildings have made 
the villagers think that such buildings aic primarily intended 
for public purposes only and these cannot meet the needs of the 
common people for their personal use 

Meanwhile, the villagers have acquired money much in excess 
of their daily lequirements A portion of it mobilized through a 
few commercial rural banks and other hnanLial institutions has 
been available for investment outlays, but the portion remain 
mg with the rurai iich individuals, in absence of expanding 
legitimate expenditure opportunity, is spent over ostentatious 
items such as transistors, radios, ter>lcnc, watches, bicycles, as 
well as on liquor, tobacco, and be\sragcs These items are not 
essential items but expenditure on them his been induced by the 
availability of purchasing power in ccilain hands. Due to 
political and administrative diflicultics, the mobilization of rural 
savings has not been effective Consequently the surplus rural 
money flows towaids the purchase of whatever is available of 
urban manufactured sophisticated good'* This has added to the 
inflationary pressure on such ai tides and ultimately on the 
national economy 

The 1 ate of urban cxpaiT^ion and the increasing availability 
of accounted and unaccounted money have also accentuated the 
inflationary trend The relative share ot agncultiiial yield in 
the national income has been declining whereas that of other 
services which reflect the expansion of' uioiis types of urban 
activities has been increasing fro n 15 7 per cent in 1950-51 to 
18 1 percent m 1960-61 and 20 9 per cent in 1964-65. This 
suggests that the urban income has been rising taster than the 
rural income. Furthermore, the inflationaiy situation and other 
commercial transactions have led to transfer of mcome m more 
than one ways from the salat led to non-salaried class. Black- 
marketing, smuggling, and the availability of unaccounted 
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certain special causes. 

Inter-locational Variations 

We have indicated earlier that the market prices do not behave 
uniformly throughout the country. The explanation in terms 
of overall growth in demand would need modifications in order 
to explain inter-locational variations. An important fact which is 
often ignored in this context is market imperfection. Possibility 
of different prices being charged by the same producer in different 
markets has been mentioned earlier. That condition is very 
well exemplified in Indian economy. India is indeed a colos- 
sal country consisting of a large number of isolated markets. 
There are areas of the country which arc inaccessible during 
a large part of the year. Transport facilities are still very 
primitive in many parts of the country. There arc pockets 
in Himachal Pradesh, Madhya Pradesh, Maharashtra, NEFA. 
Rajasthan, Assam, and Bihar which are not well connected 
with important commercial centres. In fact, every rural and 
semi-urban centres have characteristics of isolated markets. 
Unless goods and services flow freely from one part of the 
country to another, such regions have to be treated as separate 
isolated pockets. Therefore it is natural, depending upon the 
nature of commodities, to expect that variations in their prices 
from one such centre to another may be significant. 

This imperfection is further aceentuated by several govern- 
mental restrictions. Inter-locational variations in prices have 
been mainly with regard to agricultural crops. These items have 
been subjected to various regulative piatticcs. Such controls 
have been introduced with a view to tackling the problems of 
different commodities and meeting the regional requirements. 
In order to create buffer-stocks so that any shortages arising in 
any specific zone could be mitigated effectively, the government 
has introduced procurement drives. Several States have parti- 
cipated in this scheme. But, the prices offered by different States 
arc not the same. Moreover, several surplus States have been 
grouped together in different zones so as to restrict the move- 
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mcnt of food-grains from one zone to another. As a result of 
such restrictions in transportation and as a result of the 
payment of different procurement prices in different States, one 
cannot expect the prices to be uniform all over the country. 

Imperfection in rural markets has been accentuated by an- 
other factor as well. Most of the transactions in these areas are 
carried out on barter system. Even presently, about 80 per cent 
to 90 per cent of the village produce is used in local transactions 
for paying to labourers, artisans and for purchasing other 
essential items of daily use. This characlciistic of the rural 
economy enables stability of prices to a great extent there, whilst 
it insulates the economy of the region from exogenous monetary 
invasion. 

Intel 'Temporal Variations 

The last twenty-year period may be classified in two broad 
periods with April 1955 as the dniding line when the prices 
had attained the rock-bottom The period preceding this line 
is characterized by four main features, namely, (i) decoinrol- 
control-decontrol in food policy of the country, (i/l devalua- 
tion of pound sterling in 1^49. (i/7t outbreak of the Korean 
War. and (iv) the formulation and iirplcmcntation of the First 
Five Year Plan of Indi > The subsequent period is characterized 
by the foreign e.xchange crisis, stability in prices, Chinese 
aggression. Pakistani aggression, and the devaluation of the 
Indian rupee. 

Decontrol-Control-Decontrol 

The policy of decont I ol adopted in December 1947 did not 
come up to expectations initially entertained in regard to an 
improvement in the supply situation through increased produc- 
tion and dchoarding. The foed situation continued to be 
difficult. During 1948, the cereal production in the country 
declined by 1 1. 1 million tons, declining from 48.9 million tons 
in 1947 to 37.8 million tons in 1948. Between April and August 
1948, the index of food prices rose by 15 per cent; the increase 
amounted to 29 per cent for the period November 1947 to 
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July 1948. The rise was all round, all the constituent groups 
showed increases, but the rise was most marked in the case 
of decontrolled items. Cereals in the food group showed an 
increase of 49.4 per cent, oil-cakes and cotton yarns 99.1 per 
cent and 76.3 per cent respectively, and textiles 42.5 per cent. 
Decontrol thus led to a release of latent inflationary pressures 
which had adverse impact specially on the articles of mass 
consumption. The Government of India, therefore, decided on 
a gradual reversal of the policy of decontrol. A beginning 
in this direction was made in July 1948 and by October 1948 
the government announced a full-fledged anti-inflation pro- 
gramme. The measures adopted in pursuance of this policy 
aimed at keeping the government expenditure — central as well as 
that of States — as low as possible consistent with efflciency, 
reducing the excess purchasing power in the hands of the 
community, and at increasing the volume of essential goods and 
services. 

Devaluation of the Pound Sterling 
Before any significant impact of these measures could be 
visible, another set-back by way of devaluation of the pound 
sterling occurred in September 1949. Following the devalua- 
tion of the pound sterling, the Government of India devalued 
the Indian rupee in terms of the U.S. dollar from 30.225 cents 
to 21 cents and in terms of gold from 0.268601 grams to 
0.186621 grams of fine gold. Consequently, the rise in wholesale 
prices particularly due to the higher cost of dollar imports in 
terms of Indian rupee and the rise in the prices of certain 
imports which though originating in the Sterling Area yet were 
marked up following devaluation in view of their importance 
and capacity as dollar earners was but natural. Intensity of such 
consequential rise in prices was further accentuated by the fact 
that the imports of foodgrains, industrial raw materials, and 
machinery, which were quite substantial in India even at that 
time, began to cost more. It was also feared that devaluation 
would lead to a rise in the rupee prices of several export goods 
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the supply of which was relatively inelastic. In order to fight 
such tendencies an eight-point programme aiming at holding 
the price-line and conserving the country’s resources in foreign 
exchange was announced in October 1949. But despite the 
various precautions, the prices continued to rise and by September 

1949 the prices which had already exceeded the post-decontrol 
peak continued climbing further so that in March 1950 the 
general price index was higher than the pre-devaluation figure, 
though this rise was not as high as that in the United Kingdom. 
The increase in the general index during 1949-50 was 6 per 
cent relative to the level at the close of the preceding year. 

Korean War 

Before the impact of devaluation could be absorbed in the 
economy, the Korean War broke out in June 1950. This 
created further strain on the economy. Prices all over the 
world soared high. The question of stock-piling necessary for 
the successful completion of the war was inextricably linked 
with price-rise. For India, it also meant severe strain on her 
economy due to larger imports of (i) machinery and parts, 
(/i) non-ferrous metals, and («/) raw cotton on which the United 
States due to its own reasons had imposed higher export duty. 
Imports of petroleum products following de-rationing had also 
increased. Consequently, by June 1951, the wholesale price 
index to the base of 1952-53 as 100 increased from 108.4 in June 

1950 to 126.4 in June 1951. With the cessation of the Korean 
War the following jear and with the introduction of tight credit 
policy the prices began coming down. 

Planning in India 

During the same period, India was also preoccupied with 
the task of evolving its own development strategy. In March 
1950, the Planning Commission was set up with a view to 
formulating plans for effective and balanced utilization of the 
national resources. Draft First Five Year Plan was prepared in 
July 1951. The total outlay during the First Plan period was 
envisaged at Rs 2,069 crores in the public sector which was 
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subsequently revised upwards to Rs 2,^56 crores in order to 
accommodate the programmes intended to meet the growing 
unemployment situation in the country and to include certain 
other projects for flood victims and some other schemes 

As a result of the implementation of the P irst Five Year Plan, 
the supply position in the country greatly improved During 
the First Plan period, the foodgrains production increased by 20 
per cent and the output of cotton and major oil-secds by 
45 per cent and 8 per cent respectively Lven the industrial 
production increased by more than 5^ per cent during the 
Plan period Prices at the end of the hirst Five Year Plan, 
in fact, came down so much that they were H pci cent lower 
than the lesel existing at the time of the inauguration of the 
plan, or even lower than the pre-Korean War level The F irst 
Plan indeed had a stabili/ing inOuencL on the Indian economy, 
which expressed itself in downward trend of prices 1 ollowing 
the restoiation of some measure of stability in prices during 
1952-51, a recession set in which deepened during the next two 
years This was so particularly as a icsult of a succc^slon ol 
unusually good harvests Indeed the year l‘)*>5 showed the 
minimum prices ever reached duiing the last two decades 

Second Plan Ft nod 

Since April 195'', when the wholesale price index to the 
base 1952-53 as 100 reached the lowest level of 88 9 a new 
trend began making the puces ever rising till it icachcd 208 3 
in May 1967 During this period, howcvci several aggravating 
factors set in Some of these have been the foreign exchange 
crisis of 1957-58, the Chinese aggression of 1962, the Pakistani 
invasion in 1965, and the devaluation of the Indian rupee in 
1966 These have given sharp upward turn to the priec-line 
Over the five years of the Second Plan itself, the wholesale price 
index showed a phenomenal rise of more than 30 per cent, food 
articles as a group rose by 27 per cent, industrial raw materials 
by 45 per cent and the manufactures by over 25 per cent During 
the Third Plan period, the same trend continued showing the 
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rise in wholesale price index from 122.9 in 1960 to 183.5 in 
1966, and food article prices rising from 120.2 to 189.2; the 
index of industrial raw material prices rose from 138.8 in 1960 
to 219.4 in 1966. 

Professor B. R. Shcnoy of the Gujarat University, in Apiil 
1955, while dissenting with the other members of the Panel 
of Economists, had very rightly cautioned the government 
against the size of the Second Five Year Plan and against using 
deficit financing as an important source of financing it. Deficit 
financing of the order envisaged in the Second Plan was 
“clearly inflationary.'’ Professor Shcnoy emphasized that 
“inflation tends to be self-perpetuating. With the ri^e in prices 
and wages, the original estimates of the cost of the projects 
taken in hand will be out of date. More deficit financing 
would be necessary for their completion. Towards the con- 
clusion of his note, Professor Shenoy mentioned that “price 
support and deficit financing were no remedies to individual 
overproduction, to export difficulties attributable to quality 
and to domestic cost, or exchange 4>\er-valuation. Price 
support and deficit financing, in fact, aggravate the maladies.”®^ 
There were others like P. T. Bauer, Milton Friedman, and 
Ragnar Nurksc, who considered the magnitude and priorities 
of the plan not helpful for the country. Subsequent trends of 
events have, howe\cr, proved the prognostications of these eco- 
nomists to be correct 

Soon after the beginning of the Second Plan, the country was 
bogged up in foreign exchange crisis. Impori prices went up, and 
the shortfall in domestic agricultural output further aggrava- 
ted the situation. In 1957-58, the production of foodgrains w'us 
6 million tons less than in the p. *.‘ 0 us year. In 1959-60, again, 
foodgrains production was about 4 million tons less than the 
previous year. The output of cotton in that year was 18 per cent 
below that in the previous year: that of jute was 12 per cent 
lower and that of oilseeds was short by about o per cent. These 


•*B. R. Shcnoy. op, cit„ p. 9. 


p. 12. 
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shortfalls and fluctuations in agricultural production reacted 
adversely on the price level as a whole.*® As warned by Professor 
B. R. Shenoy, the inflationary situation necessitated a reconsidera- 
tion of the Second Plan which was revised upwards in order to 
meet the estimational error and increased cost requirements of 
the various plan projects. Inevitably, the price situation was 
further strained. 

The trend in prices experienced at the opening years of the 
Third Five Year Plan got seriously disturbed by the Chinese 
aggression in October 1962, followed during the subsequent 
years by the Pakistani invasion, famines, droughts, and other 
national calamities. After the Chinese aggression, there has 
been a sharp rise in prices. This was but natural. Strain on 
individual production, large amount of deficit financing, and 
mobilization of material resouices for defence objectives were 
bound to create shortages and increased demand pressures. 
Many inefficient production units came up simply v^th a view 
to encouraging import substitution progiamme. In government 
purchases, which, in fact, during the emergency had been sub- 
stantial, greater price nrcferences were accorded to socially de- 
sirable though economically inefficient enterprises. This had 
inevitable consequences on puce rise. 

But by 1964 when the economy was getting st.ibili/cd, further 
explosion occurred due to Pakistani invasion of India The prices 
had been declining in March 1965, when the geneial index had 
declined from 158,6 in September 1964, to the base 1952-53 as 
100, to 151.5 in March 1965 and that of foodgrains had 
declined from 169.5 to 154.4 over the period, but the Pakistani 
invasion aggravated the difficulty. After September 1965, the 
Indian prices began rising very steeply. Every year the prices 
went on eating into the real value of money. 

Then came the devaluation of the Indian rupee m June 1966 
with one of its announced objectives being the restrain over the 
inflationary price rise. Devaluation, however, has failed to attain 


**Third Five Year Plan, Planning Comnissun, New Djlhi, p 123 . 
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its objective at least in this regard. A year after this momen- 
tous decision, in May 1967 the general price index was 208.3 as 
compared to 181.6 in May 1966, the food index amounted to 
228.8 in May 1967 as against 185.7 in May 1966, industrial 
raw materials 234.8 as against 220.7, and that of manufactur s 
168 in May 1967 as against 159 in May 1966. The prospect 
of a bumper harvest during 1968 expected to relieve the price 
situation has, however, belied the hopes. The future course of 
events would depend to a great extent upon the nature, priority, 
magnitude, and the implementation of the Fourth Five Year 
Plan. But, the Fourth Plan in its turn would depend upon the 
state of cconomv prevailing in the counliy. 

Recovery 

It is important that India recovers soon from her price set- 
backs. Unless the scnoiisness of the problem is realized and 
all-out elTorts made for it stability of the economy would be 
difficult to achieve. As indicated earlier, price mechanism is the 
cent I e of the economic cosmos; unless the price mechanism is 
restored to discharge its natural responsibilities, other economic 
activities would fail to make an impact The strength and vitality 
of any economy can be gauged by the prevailing market prices. 
During the normal coui sc of events, the market prices would 
activizc the various economic forces so as to produce the best 
consequences on the economy Many of the regulatory and 
extension measures of the State would then become redundant 
and the employment of human and material resources would 
attain the optimum level. Unless stability in market prices 
is attained, the individual consumer w^juld find it difficult to 
make articulate his schedule of perfcrences, the uncertainty 
would make even his bchaviowir indeterminate. This would 
arouse immense dissatisfaction in the society. No individual 
can function efficiently in a situation of constant insecurity. 
This breeds social tension. It is reflected in individual’s effi- 
ciency in work. It destioys family harmony. It distorts future 
expectations. Individual is the central pivot of the human 
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society; economic system exists for his convenience and advan- 
tage. In a situation of ever-rising price spiral with no end in 
view, his horizon of economic expectations is so much becloud- 
ed that he behaves like a gaol-inhibited neurotic. That is too 
bad for any society. 

A situation of price instability may be tolerated as a transient 
evil if the future is bright and the price rise is deliberate and 
purposive. Such conditions often occur during the early phases 
of economic development. But, when the situation goes out of 
control, even recovery becomes difficult. Economic and social 
consequences of the rising price-spiral create wrong preferences, 
distort market supplies; income expectations do not harmonize 
with the desirability of that profession; black-marketeers and 
smugglers thrive better, and a new class of the nouveau riche is 
born whose interests arc served better by perpetuating the 
abnormal conditions. The pattern of agricultural and industrial 
productions, the fiscal and monetary system, and the interna- 
tional trading relationships become so much out of tunc with 
the normal condition that the return to normalcy becomes a 
stupendous task. Immense administrative impediments arise in 
restoi ing the price mechanism to the best social advantage. 

Though difficult, yet not impossible is the task of economic 
recovery. Many war-devastated nations have successfully rebuilt 
their economies. Examples of France, Germany, and Japan 
have been spectacular in this regard. France has been an 
illustration of recovery from a state of utter destruction to 
a position of international power within a few years of the 
cessation of the Second World War. The German restoration 
has been no less spectacular. Germany had fallen to an ex- 
tremely low level. The paralysis of the price-mechanism was 
primarily to blame for it. Money was worthless; factories 
closed down for lack of materials; trains could not run for the 
lack of coal; coal could not be mined because miners were 
hungry; miners were hungry because the peasants would not 
sell food for money and no industrial goods were available to 
give them in return. Prices were legally fixed but little could 
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be bought at such prices; a black market characterized by 
barter of fantastically high prices existed. But, in 1948, the 
German economy did create a “miracle.” The price mecha- 
nism was set in order. Almost immediately afterwards, pro- 
duction and consumption soared high, and the country could 
reverberate with industrial activities. Japan has also achieved 
similar results. The tempo of industrialization in Japan has 
been rapid. Freedom of initiative and confident economic op- 
portunities have not only restored the Japanese economy to the 
pre-war level, they have also given new strength to it. 

These examples suggest that the Indian recovery can be pos- 
sible provided a serious effort is made. Clear understanding of 
the problem, earnest determination for recovery, and appiopriate 
readjustment of the economic system are basic requirements for 
achieving the goal. Many impediments have, however, been 
created by vested interests. At the very outset one is confronted 
with a plethora of arguments supporting price control. This is 
due to sclf-intercslcdness of a large section of population who 
derive undue advantages resulting from the situation. Agricultu- 
rists, industrialists, businessmen, retailers, contractors, officers 
engaged in economic administration, and those who have 
political power to subjugate economic system to their own end 
would vehemently oppose re>toration of the price mechanism. 
This psychological involvement has very extensive ramifications. 
Unless the ground is cleared, and the necessity for price 
stability well recognized, no serious efforts can be made in this 
regard. 

Consumers" Sovereignty 

Once the urgency of price stability is acknowledged and the 
various steps involved in it recognized, it would be necessary to 
seriously examine the five basic considerations which could assign 
the price mechanism the role it rightly deserves in any free 
society. First, the consumers'* sovereignty must be acknowledged. 
This is the most important consideration to be taken into account. 
No economic development, industrial transformation, or techno- 
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logical improvement is desirable by itself; they are all needed 
because they help the individuals in satisfying their needs. This 
can happen only when appropriate importance is assigned to the 
individual consumer. Consumers' sovereignty is as vital as free- 
dom of thought and freedom of expression. Human society has 
shown, though with apparent good intentions, extreme brutality 
by coercing intellectuals and scientists fur their forthright expres- 
sions. Such situations must be eliminated at all costs. In the 
sphere of economic development, it can happen only when the 
benevolent and welfare doctrinaire controls and regulations of 
market mechanism are eschewed as far as possible. This implies a 
very careful examination of the expanding scope of the public 
sector activities. 

The role of the State in the economic life of a community must 
be given a serious objective thought. An enterprise by mere 
change of ownership from the individuals to the direct control 
of parliament, that is by transfering the unit from the private 
sector to the public sector does not ensure efficient wording in 
the best social interest. Statism must be watched carefully. The 
ideal of social welfare should be applied with caution and 
commonsensc; any doctrinaire approach may be prejudicial. The 
Indian experience as well as that of several other countries in 
corruption and breakdown in law and order situation may also 
be related, to a great extent, to the possibility of acquiring by 
some individuals or some groups of individuals undue gain in 
national wealth without putting in legitimate labour for the same. 
Consumers’ sovereignty provides maximum opportunity for the 
free expression of one’s choice-preference. One must get the 
reward for one’s efforts, one must be able to use the same in any 
way one likes, of course, after paying to the Caesar what is due 
to the Caesar. The individual must be respected. Economic 
development must be geared to satisfying the needs of the 
individual consumer. If this objective is accepted and attempts 
are made to instal the individual to his rightful position, all 
other requirements of the economy would automatically be 
satisfied. 
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Agricultural Reorganization 

Second, the agricultural sector of the economy should be given 
due importance. Agriculture should be assigned the highest 
priority. But this is a very vast and a very complex task. There 
are two sides of the problem. Firstly, the agricultural operations 
should provide adequate and fair return to the farmers. This 
is the social aspect of the problem. The rural life of the 
country depends on agriculture. There must be fair return to 
this sector so that the large bulk of population may hope to 
secure a good life and a better standard of living. Secondly, the 
yield of agriculture, the pattern of cultivation, the distribution of 
the output, and the prices of the various commodities produced 
should be so adjusted that the economy as a whole gets proper 
incentive for further development. Prosperity of agriculture and 
fair wages to the agriculturists should be able to activize econo- 
mic development of the country as a whole. A detailed agri- 
cultural plan accompanied by a programme of rural industria- 
lization is necessary m this regard. To give an example of this 
approach, it may be indicated that the sugar industry fostered 
by protection for more than thirty years or so has failed the 
country because some of the basic principles have been neglect- 
ed in this connection. The price of sugar has been rising in- 
ternally and is out of tunc with the international prices. 
Sugar cultivators arc heavily subsidized. Those who consume 
indigeneous sugar are unduly burdened on this accord. A per- 
petual burden of this sort has no moral justification. Further- 
more, sugarcane is an exhaustive crop and it directly competes 
with paddy cultivation. Increasing acreage of sugar induced 
by artificial price for the same has led to shrinkage in the area 
of paddy cultivation thus damaging the opportunity of self- 
sufficiency with regard to foodgrains. Food shortages raise food 
prices, cause increased imports, raise the cost of production 
of industrial goods and perpetuate the rising spiral of market 
prices. Why should sugar protection not be eliminated? This 
and several similar other problems must be objectively consi* 
dcred in view of the long-term gains to the country. Unless 
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agricultural development is thoroughly reoriented and right 
policy adopted with regard to it, all other prices would be 
distorted. 

Productive Public Expenditure 

Third, the expenditure policy of the government should be pro- 
duction oriented. Presently, much money is spent over non- 
productive items. This is very harmful specially during an in- 
flationary situation. This aspect of the problem is full of 
dangerous possibility. Any one who criticizes the various 
items of public expenditure may incur the wrath of many 
powerful individuals and he may be dubbed as reactionary. 
But an on-the-spot study of the government expenditure on 
economic and non-cconomic heads might indicate that a high 
proportion of the same has been on non-essential items. The 
economy rules must be realistic; the amount of expenditure 
must be related to direct advantages accruing from it. For 
example, extension of railways track is more meaningful^ than 
building the passenger sheds, the increase in the number of 
buses is more helpful than screening the already constructed 
bus sheds. Similarly, economy in travelling is more meaningful 
than coercing tlie individual civil servants to spend money out 
of his own pocket on tours. Similar examples of economy and 
non-essential expenditure may be cited from various government 
departments. The main idea of this point is to highlight the 
need for securing tangible gain for every rupee spent on govern- 
ment account. 

Quality of Administration 

Fourth, the quality of administrators should improve. Aristotle 
thought of a separate breed of administrators. That would 
have been an ideal. Nonetheless, the expanding role of the 
State emphazises the fact that a general administrator, a techno- 
crat and an economic administrator having different functions 
in a developing society must have different service conditions 
suited to the particular sphere of their activities. This evidently 
would involve a distinct reorganizatJbn of the government 
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departments and of the officials working there. A government 
servant who is troubled about obtaining his ration, who is in- 
secure about his future prospect, who is coerced into humilia- 
tion by his superiors and by his counterpart in the private sector 
employment cannot hope to function satisfactorily. The chang- 
ing role of the State, particularly in the sphere of economic 
development, and the inclusion of technocrats and specialists in 
its employment should require a comprehensive reformation of 
the service code: patchwork amendments would not help. The 
government servants arc expected to be honest, but the word 
“honesty” has a moral connotation as well as an economic 
implication. No one should expect any kind of unearned 
reward, but that can happen only when a new philosophy of 
action is inculcated. 

Proper Motivation for Social Action 

Lastly, the question of proper motivation for social action would 
have to be appropriately considered. The State should aim at 
arousing the right kind of enthusiastic entrepreneurship. But 
it would be difficult to define what tliat right kind would be. 
Better economic community can be created only when economic 
distortions are eliminated. Anxiety with regard to black 
marketing and concentration of economic power and creation 
of shortages leading to further shortages in the economy can 
be eliminated only when the industrialists and the business- 
men arc discharging their role properly. This will require a 
social reorganization. Once proper motivation with appropriate 
administrative machineiy has been aroused, social reorgnization 
would not be difficult to attain. In that set-up, most of the 
business evils and causes for industrial retardation such as 
gheraocs, strikes, and lock-outs would automatically be 
eliminated. Problems of prices in that case would not merely be 
objectively investigated but the policies relating to it could be 
effectively implemented too. 



CHAPTER II 


DEFICIT FINANCING 

One of the main causes of high prices in India has been large 
doses of deficit financing. In this chapter, we shall discuss 
the nature and implications of this problem. 

Significance of Deficit Financing 

The essence of deficit financing lies in the fact that the 
State has been assigned certain responsibilities which cannot be 
satisfactorily discharged unless it is granted immense financial 
power without any let or hindrance. In order to mitigate a large 
number of economic difficulties, and to promote many import- 
ant welfare programmes, it is necessary that the government 
functioned beyond the traditional limit of maintaining law and 
order. Industrial fluctuations, sudden foreign aggression, and 
colossal developmental efforts cannot be effectively tackled 
unless the government is granted adequate financial resources. 
Deficit financing is that mechanism by which the government 
can urgently mobili7e a vast amount of domestic resources. 
This unilateral action of the government, however, can have 
far-reaching consequences; it affects transfers of income, struc- 
ture of prices, efficiency of investment outlays, stability of 
industrial organization, harmony in labour market, and adjust- 
ments in social organizations. Deficit financing is indeed a 
powerful means of financial control which has been granted to 
the State so that it can fulfil its vital obligations to the 
community. 

This fiscal mechanism has been assigned during the present age 
a positive role. This has happened due to the growing integration 
between the political and the economic functions of the State. 
In earlier times, the State had merely a regulatory function and as 
such the fiscal policy was not directed towards raising resources 
so much as controlling and rcgulating.the economic forces. This 
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approach was based on the contemporary philosophy demarcat- 
ing the spheres of action for the individual and the State. The 
Classical laissez-faire doctrine which epitomized the prevailing 
mood, was based on the assumption that economic harmony was 
attained as a result of free operation of the self-interest of the 
individuals. A conclusion drawn from this principle was that 
“the very best of all plans to finance was to spend little and the 
best of all taxes was that which was the least in amount.” Since 
full employment, optimal allocation of resources, and equitable 
distribution of income can be attained automatically through 
the operation of the free economic forces, the classical econo- 
mists thought the fiscal operations to be non-regulatory in 
character. 

The advent of the Marginalists reinforced the restrictions 
imposed on the State. Such theories derived strength from the 
Social Contract Theory of the origin of the State which enuncia- 
ted that the primary function of the State was to ensure freedom 
of the individuals. This philosophy served well until the early 
phases of Industrial Revolution. When the creaks began to 
appear in the economic fabric and the various forms of socialist 
philosophy began to be discussed a new adjustment became 
imminent. After the First World War, the condition of the 
world radically changed. First as expediency, and later as a 
logical necessity, the expanding jurisdiction of the State activities 
began to be justified. The contribution of Sir William Beveridge 
in making the people social security minded greatly contributed 
towards this end. 

Neo-Classical economists such as Alfred Marshall and A. C. 
Pigou restated the theory of State action. They showed how the 
natural harmony of the classical age got impeded in the 
modern society, which could be set right only by governmental 
interference. Professor Pigou analyzed the various hindrances 
which obstructed the maximization of national dividends; under 
the free economy divergences occurred between the private and 
the social returns. Such divergences could be remedied by 
correcting the misdirections of national resources. Mrs Urshulla 
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Hicks has argued further that the basic objectives of fiscal policy 
should be related to production and utility optimization in the 
economy. Thus, the approach to fiscal policy has radically 
altered during the last hundred years and deficit financing has 
been recognized as a justified tool in the hands of the State for 
achieving its economic and social objectives. 

During the last thirty years or so, even the expediency of 
circumstances has reinforced the importance of deficit finance. 
This has happened due to war financing. The Second World 
War revealed a new aspect of the problem. Other fiscal devices 
such as taxation, public borrowings, and compulsory savings 
were freely employed during the period of emergency, but there 
have been occasions when war-time expenditure necessitated 
deficit financing. Ordinarily, deficit financing is avoided when 
the level of aggregate demand in the community is high. When 
there is full employment in the community, and there is shor- 
tage of industrial capacity, when inventory accumulation is 
depleted and capital formation is at a low level, deficit financing 
is not advisable. But the emergency created by war requires quick 
mobilization of a large amount of domestic resources. It is for 
this reason that deficit financing was favoured to other methods 
of raising resources. Deficit financing is quick and it can be 
based on the unilateral action of the government. War, 
whether it is defensive or offensive, once decided has to be 
carried out despite every impediment. This gicat urgency 
for finance and the suitability of deficit financing for this purpose 
has made it a useful weapon in the armoury of the government. 

Importance of deficit financing has certainly increased since 
the Great Depression. Professor J. M. Keynes provided the 
economic justification for the same. The New Economics under 
the impact of the Keynesian General Theory provided the 
framework for compensatory fiscal policy. Professor Keynes 
providing a radically different framework of economic analysis 
emphasized that the competitive process of the capitalist 
system did not necessarily ensure adequate aggregate demand 
such as to offer fruitful employment to'all productive resources. 
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Private savings and investments are not of the adequate level so 
as to provide proper utilization of the existing resources unless 
the level of consumption also rises. Such deficiencies in 
aggregate effective demand which lead to lowering of the level 
of employment and consequently to decline in national income 
could only be corrected by the State through pump-priming. 
But this should be purely a temporary device intended to relieve 
economic depression. According to the pump-priming theory, 
the deficit spending resulting from it would initiate primary and 
secondary increases through the multiplier effect which would 
raise the level of employment and income. In this way, deficit 
financing has been argued to assist recovery. It was under the 
impact of this theory that the massive State expenditure in the 
United Kingdom and the New Deal measures in the USA could 
be taken up. 

The emergence of a large number of underdeveloped countries 
as independent nations, during the post-Second World War 
period, which have been eager to develop their economic 
resources has further accentuated the significance of deficit 
financing. These newly independent nations have been impa- 
tient to industrialize and to raise the standard of living of their 
people. These objectives have been laudable but the means 
for achieving these goals have been very trying. Despite 
limitations, they have launched many ambitious program- 
mes of economic development. This has been a stupendous 
task for which almost all forms of domestic and external 
resources have to be mobilized. By the very nature of their 
economy, the availability of internal resources has been limited. 
No amount of external assistance can eliminate the need for 
mobilizing domestie resources; both have to function together, 
and both are necessary ingredients of development finance. 

In view of the difficulties experienced in mobilizing internal 
resources through the usual channels, deficit financing as a 
means of raising internal resources has become a common 
feature of most of the developing countries. But this by itself 
creates several other difficulties. The management of deficit 



72 


CURRENT ECONOMIC PROBLEMS 


financing being under the jurisdiction of political representa- 
tives of the people throws the control of this powerful weapon in 
the hands of non-technical persons. In a country with not much 
advanced technical and economic training, the masses often fail 
to understand the implications of various industrial, monetary, 
and fiscal policies. As such, they are unable to safeguard their 
own interests. The elected representatives also being human 
are likely to indulge in liberal expenditure of the public fund. 
This often leads to avoidable public expenditure. Even the 
excessive zeal for initiating economic enterprises without appro- 
priate evaluation of cost-return possibilities of the units sometimes 
leads to social risks and wastages. Such dangers exist whenever 
parliamentary form of government fired by the ambition of 
rapid industrialization of the country is entrusted with the control 
of deficit financing. This happens because no fool-proof check 
against the use of printing press has yet been evolved. 

Thus, one observes that the significance of deficit «financing 
has been changing over the last several decades. The increas- 
ing role of the Slate, particularly in regard to cyclical fluctua- 
tions, external aggressions and developmental expenditure-, has 
emphasized the significance of deficit financing. The manage- 
ment of deficit financing being a very complicated affair requires 
very careful tackling. Because of the stupendous importance 
of the problem in recent times, it is necessary to be very clear 
about the concept and the mechanism by which deficit financing 
affects the national economy. 

Concept, Meaning, and Mechanism 
Undoubtedly, deficit financing is a complex fiscal operation. It 
is an operation which people dread, but the government cannot 
function without it. Many problems in this regard arise due to 
the difficulty in identifying the stage when a simple banking 
operation becomes deficit financing. No one expects the receipts 
and the expenditures of any organization, whether public or 
private, to balance all the time, under every circumstances. Gap 
between the two is inevitable and in du» course every organiza- 
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tion would try to balance the two sides. But, this simple transac- 
tion on behalf of the government has acquired such an esoteric 
significance that the uninitiated ones find it difficult to under- 
stand. This complexity has arisen because of the indetermina- 
teness between natural imbalance and deficit financing. When 
does over-spending become deficit financing? According to 
changing requirements of time, the meaning of deficit financ- 
ing has also been changing. 

A budget, until recently, used to be considered surplus or 
deficit depending upon its being so on revenue account. This 
concept has, however, lost much of its justification. Presently, 
public borrowings and capital expenditure have gained impor- 
tance. The government budgets have now become an important 
device for enforcing its economic policy. For such a considera- 
tion, both the revenue and the capital budgets are considered 
together; any categorization in this context based on earlier 
classifications would be meaningless. Budgetary heads, therefore, 
must have economic classifications. For this purpose, several 
groupings have been suggested. First, it must show the distinc- 
tion between investment and consumption expenditures. The 
former relates to the creation of physical assets and the latter to 
the expenditure on goods, and on payments of wages for 
providing various services such as defence, administration, 
education, and so on. Another way of classifying the budget 
relates to development and non-development expenditures. 
The decision regarding putting any specific item under develop- 
ment head is indeed involved, nonetheless, generally speaking, 
those items of expenditure whieh are directly designed to 
promote economic development and social welfare activities 
may be considered developmental. These classifications are 
not comparable because they arc based on entirely different 
principles. 

Development and non-development expenditures cut across 
the former classification between investment and consumption. 
Development expenditure may include both current expenditure 
as well as capital formation. The strategy of planning for 
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accelerating the tempo of industrialization has led to another 
classification of plan and non-plan expenditure. The former 
refers to all expenditures on schemes and projects provided 
under the plan and the rest is put as non-plan expenditure. 
Obviously, the total expenditure on plan is not necessarily deve- 
lopmental; similarly all non-plan items may not be non-deve- 
lopmental. Such elaborate classifications based on different 
criteria would clearly indicate the confusion and futility of the 
revenue and the capital account classifications. The contempo- 
rary trend in budgetary accounting suggests the need for evolv- 
ing more scientific and meaningful classification of the budget. 

The central core of deficit financing is connected with the 
mechanism by which the deficit in expenditure is covered and with 
the items for which deficit in expenditure was incurred. In earlier 
definitions when deficit financing referred to the gap between 
receipts and disbursements on revenue account, public borrow- 
ings were not included on the receipt side, but the pi;pceeds of 
public loans utilized for bridging the gap were considered as 
deficit spending or deficit financing. In modern times, however, 
borrowings from the pubUc are included on the capital side, and 
the various methods of bridging the gap are taken into account 
for measuring the magnitude of deficit financing. In other words, 
the volume of deficit financing is now measured in terms of an 
overall budget deficit, which means the aggregate of the deficit 
on both the revenue and the capital accounts. 

But, in order to make this concept even more meaningful, it 
may be necessary to relate the operation of public spending with 
the different types of responsibilities assumed by the government. 
Public receipts may be classified under six heads, namely, 
(/) taxes on economic activities, such as taxes on personal and 
corporate earnings, taxes on transfers of income, taxes on econo- 
mic transactions, etc., (//) fees for the services rendered, such as 
fare from the railways, postal charges, education fees, etc., 
(hi) earnings from banking services rendered by the government 
as for example, receipts from the contribution to provident 
fund, life insurance company, annuity deposits, postal savings 
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schemes, etc,, (iv) public borrowings, (v) deficit financing, and 
(vi) miscellaneous receipts. This is another unorthodox classi- 
fication but this kind of classification might clarify many 
politico-economic issues involved in the functioning of the State. 
This classification could enable assessment of the profitability of 
the State activities; it may also demonstrate the desirability 
or otherwise of the State taking up a large number of 
public undertakings at exorbitant social cost. The classifica- 
tion suggested above does not need any special effort excepting 
that the available inform xtion should be reorganized. This 
classification could indicate how much avoidable functions have 
been undertaken by the State in the interest of the society for 
achieving certain welfare objectives. In case of financial difficul- 
ties, this classification could help shedding off of non-essential 
functions. 

During recent years, the public sector activities have grown 
bigger. In earlier times, the State undertook only certain special 
types of work. Post and telegraph, railways, electricity, and 
water supply were considered such economic activities. These 
operations were justified due to special characteristics of these 
enterprises. Under the expanding scope of economic develop- 
ment, many other activities have also been included. The 
Industrial Policy Resolution of India has even defined the spheres 
of industrial activities which would be the exclusive charge of 
the government. There have been some activities in which the 
public as well as the private sectors could start enterprises. The 
State's entry into business activities having primarily commercial 
end in view, as distinguished from the objective of maintaining 
law and order, should not be exonerated from price-cost discipline. 
The State should not be precluded from receiving pecuniary 
advantages from its undertakings cither. When receipts and exp- 
enditures for such enterprises are consolidated together, the tax- 
payers might examine the efficacy of such enterprises. It would 
also demonstrate clearly whether the State has been able to run 
them in business-like manner. Most of the activities included 
under this category should pay for themselves. Deficit financ- 
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ing or such abnormal ways of raising financial resources should 
be resorted to only for meeting abnormal emergency expenditures 
specially arising out of law and order situation including foreign 
aggression. 

Certain operations of the banking nature are also under* 
taken by the State. Contributions towards provident fund, 
annuity deposits, savings bank deposits, and current banking 
deposits do not differ in kind but only m degrees. Moreover, 
there are different kinds of financial institutions with varying 
degrees of credit-worthiness. So the distinction between the State, 
Central, Scheduled, and non-Scheduled banks for such banking 
transactions need not be considered different in kind. As the 
State has a dual personality of an economic entity as well as that 
of the agency charged with the responsibility of ensuring social 
welfare (including maintenance of law and order), the public 
borrowings could be viewed as a kind of financial transaction by 
which the economic Slate borrows money from the pvtblic for 
the use of the welfare State. Thus, there may be even a 
justification for lumping together the receipts from public 
undertakings, banking transactions, and public borrowings. 
An important feature of such transactions would be that the 
citizens would be treated as customers willing to take advan- 
tage of the services provided by the State. 

Deficit financing in this scheme of classification assumes a 
different and limited role. It arises due to over spending of the 
State. It is not related to the special purpose for which the 
amount is raised. This imbalance arises either due to the 
inability of the State to mobilize voluntary contributions from 
the public for specific activities as in the case of war or due to 
the reluctance of the tax payers in general to add to the public 
coffer. In fact, the inability of the State as well as the unwill- 
ingness of the people both taken together characterize the 
psychological setting for deficit financing. Moreover, such 
overspending represents a sort of public “loss.” When a com- 
pany is unable to carry out its transactions on the basis of 
its current earnings, and has to draw upon its contingency fund. 
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or sell some of its capital stock, the company is said 
to be running at a loss. On a similar analogy, when the State 
is unable to meet its current expenditure from its normal recei- 
pts and has to draw upon deficit financing, it may be said to 
be having “loss.” The special feature of this type of 
financing arises from the fact that this operation is the special 
prerogative of the sovereign body whose decisions rule supreme, 
and which cannot be overruled by any other agency. 

The technique of overcoming the budgetary gap is simple. It 
implies withdrawals from the cash balances or borrowings from 
the Central Bank, or the both. Such apparently simple devices 
have, however, many delicate and intricate adjustments. When 
the government decides upon raising funds from deficit 
financing with the help of banking authorities it sells its securi- 
ties to the Central Bank on the basis of which the latter issues 
paper currency by resorting to the (government) printing press. 
Dangerous chain reactions are initiated with this operation. The 
aggregate money supply expands witliout corresponding increa- 
ses in national wealth. Cost-price-wage-cost spiral raises the 
prices to soaring heights. It weakens the economy, compli- 
cates the industrial organization and disrupts the social structure. 
Simply stated, deficit financing means that the government has 
spent more money than it has received, but the resulting con- 
sequences of this operation are appalling. The people are not so 
much concerned with the budgetary operations and adjustments, 
to which in fact every individual, family and industrial organiza- 
tion sometimes or the other adhere to without threatening their 
well-being. But they arc very much concerned with the impli- 
cations of deficit financing because if carried to dangerous limits 
it might even completely destroy the beneficial effects of the 
operation. In this way, the very purpose for which deficit 
financing is undertaken may be frustrated. The people are, 
therefore, not so much afraid of deficit financing as of its 
consequences. 

Consequences of deficit financing depend upon the whole ga- 
mut of economic forces which conspire the government to resort 
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to this method of resource mobilization. The primary effect 
of this operation is to reinforce effective demand in the com- 
munity. During an emergency, it aims at quickening the speed 
of resource mobilization. In either case, deficit financing neces- 
sitates a careful analysis of the various supporting conditions 
in order to assess and regulate its impact. 

Consequences of Deficit Financing 
The worst impact of deficit financing is not so much economic 
as administrative. The fact that the unilateral decision of the 
government has been responsible for deficit financing without 
taking the issue to the tax-payers presents a very delicate 
situation verging on economic, political, and social impro- 
priety. For raising the postage, sabs tax or income tax, the 
sanction of Parliament has been essential, but the decision 
regarding increasing the level of deficit financing is purely 
administrative. The essence of this behaviour lies in J^he fact 
that the government has embarked, whether willingly or un- 
willingly, upon a programme of expenditure which is not com- 
mensurate with the resources available to it. Such an action can 
be taken by the government without any control from any higher 
authority (such as Parliament). Therefore, it has an element of 
autocracy in it: it violates the tenets of democracy. Further- 
more, a large amount of expenditure resources placed at the 
disposal of the government, while accepting the fact that the 
government is not an abstract entity because it also consists 
of human individuals with their natural family, cultural, 
regional, and religious proclivities would naturally suggest that 
the amount would be wastefully spent. If an individual can 
obtain easy money, he is likely to spend it without much 
care. 

Economically, it is the increased supply of money caused by 
excessive issue of paper notes which is said to be the central 
villain. But, this factor gets complicated by the liquidity pre- 
ference of the people, credit policies of banking institutions, 
degree of monetization, mobility of the^ factors of production, 
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volume of production and turnover of the economic goods, 
structure of expenditure of different classes of the people and 
the repercussions of the balance of payments position. From 
this, one may infer that the importance of money is for what it 
docs, and in every community it does much. Its direct influence 
is on the price level which affects almost every sector of the 
economy. The inflationary repercussions on price level can 
however be modified by the presence of increased quantum of 
consumer goods, credit restrictions, and larger payments for the 
adverse balance of payments. Increased productivity as a lesult 
of capital intensification, and greater availability of consumer 
goods would mitigate the inflationary pressure. In short, when 
increased supply of money is counter-balanced by larger 
availability of articles of consumption, the adverse consequences 
of deficit financing are considerably avoided. Physical control, 
regulated distribution to industrial raw materials, and rationing 
of consumer articles are merely palliati\cs which aic bound to 
fail in acute cases and in the long lun. 

The transfer of income resulting from deficit financing distorts 
the social consumption pattern. When the purchasing power of 
the earnings of the individual declines due to the increasing 
volume of money supply, the salaried class such as the govern- 
ment servants, teachers, professors, and pensioners who mostly 
represent the intelligentia of the community, is severely hit both 
financially and socially. Their eainings, that is their salaries, are 
sticky; they find it hard even meeting the essential daily needs. 
The non-salaried class, on the other hand, has large expansions 
in their accounted and unaccounted money. The entrepreneurs, 
businessmen, doctors, lawyers, contractof-, piece-rate workers, 
and the like receive much increased money income. Essential 
items of consumption being limited, there is diversion of de- 
mand towards those non-essential items which are available, 
notwithstanding their exorbitant prices. If the situation 
persists over a long period, the industrial organization itself 
might be adapted to meet such demands, and urgent social 
requirements would be neglected. Changes in social structure 
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resulting from the emergence of nouveau riche create dissatis* 
faction, and among the morally immature individuals it breeds 
corruption, greed, ambition, and, therefore, social degeneration. 

Under artificial conditions created by massive deficit spending, 
the investment pattern is distorted because private invest- 
ors arc guided by monetary reward in contradistinction 
with the objective of real social requirements. The large 
amount of monetary profit available to businessmen, industria- 
lists, and others induces them to invest it rapidly in whatever 
avenues it could be assured higher returns; and as a matter of 
fact, a large variety of non-essential items are produced with 
such investments. The large varieties of products on which 
money could be spent need not necessarily be socially the most 
desirable channels of expenditure. A large number of business 
activities therefore grow up in order to satisfy the immediate 
demand of non-salaried but moneyed business class, which 
explains mushroom growth of casinos, night clubs, vTcstaurants, 
picture houses and similar other places of recreation during 
the period of such uncertainties. Psychologically also, people 
become more individualistic, self-centred, and hedonistic which 
are reflected in moral degeneration of the people. 

The shrinkage of the horizon of expectations even affects the 
industrial development of the country very adversely. Not 
believing in the establishment of stable market conditions in 
near future, the investment schedule is adjusted in such a way 
that greater emphasis is laid on building the stock at the early 
stages of production process, rather than in augmenting the final 
output. The industrialists are more interested in building 
inventories rather than in selling the products. Consequently, 
one finds that the quantum of finished products is drasti- 
cally reduced in the market, the inducement to accelerate 
production diminishes, the desire for holding stocks at every 
stage becomes pronounced, and the industrialists are more 
concerned with building capacity rather than with actual 
production and marketing. These conditions encourage hoard- 
ing, black-marketing, and profiteering! 
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Under these conditions, even the cost structure of industrial 
production gets upset. The rising prices of consumer goods 
induce the wage earners to demand higher wage rates. The 
government is also forced to grant increased dearness allow- 
ances. Simultaneously, rents, retail consumer prices, and the 
cost of household services go up. Increases in industrial prices 
accentuating price diifcrentials between industrial and agricul- 
tural commodities force the government to step in to provide 
guaranteed prices to agriculturists. The spiral never goes 
down-swing. The economy is over-heated. There is constant 
cost-price push raising the price spiral higher and higher. 
There is no stability in such an economy. 

Balance of payments also deteriorates under inflationarj pres- 
sure. Imports of consumption goods could have reduced the 
intensity of inflation but the restrictions necessitated by decline 
m export performances arising mainly due to the disparity bet- 
ween domestic and international prices, do not allow imports to 
increase. The need for larger imports, however, goes on increasing: 
the developmental activities require larger imports of capital 
equipment and rationalization (and economy) in the use of 
scarce foreign exchange. When such distortions take place, 
the government has to impose greater amount of import control 
measures and rationing ol foreign exchanges. Unfair practices, 
smuggling, and other anti-social activities create further difficul- 
ties for the country. 

In short, inflation caused by unmitigated deficit financing 
creates abnormal conditions. An important casuality under 
such circumstances is law and order. When there is no faith 
in the monetary unit of the government, industrial organization 
is in flux, class structure is disturbed and tne future holds no 
charm, then it is natural to expect deterioration in law and 
order. But, maintenance of law and order being the sole res- 
ponsibility of the government, larger expenditure on this head 
becomes necsesary. In order to check smuggling, black- 
marketing, and infringements of foreign exchange regulations, 
reinforcements of various departments are necessary. But, 



82 


CURRENT ECONOMIC PROBLEMS 


the maintenance of industrial peace poses a more difficult 
problem. Other anti-social activities such as murder, burg- 
lary, theft, etc., require special police arrangements. More 
expenditure at a time when taxation has already reached a high 
level, and the people arc crushed with its burden, would only 
imply larger deficit financing. Thus, the vicious circle is 
complete. Deficit spending would lead to greater deficit financ- 
ing, and the honest income earners vvould go on groaning a 
little louder. 

Deficit financing and Indian Planning 

Deficit financing in India had increased substantially during 
the recent years. As it would be seen from the table given 
below, from a surplus of Rs 11.7 crorcs in 1950-51, the overall 
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1965- 66 

1966- 67 (R.E.) 

1967- 68 (B.E.) 
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898 47 
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996.26 
1,214.62 
1,424 81 
1,651.18 

2.018.45 
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2,418.97 

2.660.27 
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140 00 
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334.00 
271.03 
101.85 


Source: Union and State Budgets. 
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budgetary deficit of Centre, States, and Union Territories 
increased to Rs 155 crores in 1955-56; in 1960-61, there 
was again a surplus of Rs 60.5 crores but by 1965-66, the 
deficit rose to Rs 334 crores. Combined total outlay of the 
Centre, Slates, and Union Territories has increased more 
than sevenfold since 1950-51. The outlay which amounted to 
Rs 898.5 crores in 1950-51 increased to Rs 1,050.2 crores in 
1951-52, Rs 1,424.8 crores in 1955-56, Rs 2,018.5 crores in 
1957-58, Rs 2.660.3 crores in 1960-61, Rs 5,479.5 crores in 
1965-66, Rs 6,320.5 crores in 1967-68 (B. E.). 

Increases in developmental expenditure have been pronounced 
during recent years: it increased from Rs 353.7 crores in 1950-51 
to Rs 710.3 crores in 1955-56, Rs 1,234.7 crores in 1960-61, 
Rs 1,414 crores in 1961-62, Rs 1,669.6 crores in 1962-63, 
Rs 1,872.8 crores in 1963-64, Rs 2,109.9 crores in 1964-65, 
Rs 2.301.4 crores in 1965-66, Rs 2.462.1 crores in 1966-67 
(R.E.), and Rs 2,695.7 crores in 1967-68 (B. E.). But 
the proportion of developmental expenditure to the total 
outlays of the government has been fluctuating. In 1950-51, 
this item accounted for 39.3 per cent of the total outlay, and in 
1955-56, it increased to 49.8 per cent Since then, its trend has 
been downward, amounting to only 46.4 per cent in 1960-61, but 
in 1961-62 it increased to 49.3 per cent, but it again fell to 46 6 
per cent in 1962-63, 46.4 per cent in 1963-64, 43.9 per cent in 
1964-65, 42.0 per cent in 196:’-66, and 37.9 per cent in 1966-67 
(R. E.). In 1967-68, it is estimated that this pre-portion may 
be of the order of 42.6 per cent. 

From the above, one may infer that the non-developmcntal 
expenditure of government — Centre and States combined — has 
increased significantly. In 1950-51, it amounted to 60.7 per cent 
of the total outlay; in 1955-56 the proportion had declined to 
50.2 per cent but by 1966-67 the proportion increased to 62.1 
per cent. A closer examination of the expenditure over general 
administration excluding defence, but including external affairs 
police, justice, and jail, as would be evident from Table 2, would 
show substantial increases from Rs 117.16 crores in 1950-51 to 
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ing to deficit financing which have become louder during the 
last three plan periods would however in the present context be 
restricted. The overall budgetary deficits have remarkable impact 
on the economy as a whole, but the plan deficits indicate the 
burden of the plan outlay on the national economy, and the 
planners were therefore very much concerned about deficit 
financing from the very beginning of The First Five Year Plan. 

During the initial stages of planning, the adverse repercussions 
of deficit financing were almost absent. Though in 1951-52, 
substantial food imports had become essential and by that 
time, developmental outlays had gained momentum, yet deficit 
financing was under control. Even then, the First Plan ap- 
proached the problem with caution and care. It was recognized 
that the significance of plan deficit should be assessed in rela- 
tion to overall budgetary deficit. The First Plan indicated 
that the “term ‘deficit financing’ is used to denote the direct 
addition to gross national expenditure through budget deficits, 
whether the deficits arc on revenue or on capital account. The 
essence of such a policy lies therefore in gosernment spending 
in excess of the revenue it rcceises in the shape of taxes, earn- 
ings of State enterprises, loans from the public, deposits and 
funds and other miscellaneous sources. The government may 
cover the deficit either by running down its accumulated 
balances or by borrowing from the banking system (m<iinly from 
the central bank of the countiy and thus ‘creating’ money).”^ 

This clearly shows that the First Five Year Plan 
considered the financing pattern in relation to the overall 
condition of the economy. It realized that the inflationary 
potential of the First Plan was limited due to the favourable 
condition prevailing in the country, nonetheless it emphasized 
the necessity of a close watch on it. It was stressed 
that deficit financing could succeed only under certain specific 
conditions. The First Plan Report stressed that “deficit 
financing can be countenanced only if and to the extent that 

^First Five Year Plan, Planning Commission, N*w Delhi, pp. 59-60. 
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there is assurance of steady supplies of the essential commodi- 
ties of consumption.”^ 

Deepening Complexity of Deficit Financing 

During the course of the formulation of the Second Five 
Year Plan, the question of deficit financing was given serious 
and detailed consideration. Prior to the final decision relating 
to the magnitude of the Second Plan and the scheme of its 
financing, the Panel of the Economists set up by the Planning 
Commission and consisting of eminent Economists of the 
country, considered the Tentative Framework of the Second 
Five Year Plan. An increase in national income of about 5 
per cent every year during the Sccoiid Plan period was by no 
means considered unrealistic or ambitious. For this purpose, 
the total amount of net investment was expected to be of the 
order of Rs 5,600 crores; Rs 3,400 crorcs in the public sector 
and Rs 2,200 in the private sector The Tentative Framework 
envisaged a total outlay of Rs 4,300 crores in the public sector. 
During the five years of the Second Plan, the total government 
expenditure was estimated at Rs 8,b00 crores. 

The available resources w^‘re estimated at Rs 6,400 crores, 
Rs 5,200 crores accounting for receipts on revenue account, Rs 
200 crores from railways and Rs 1,000 crores as loans from the 
public. This resulted into an anticipated gap or deficit of 
Rs 2,400 crores. Extcrn il assistance to the public sector was 
expected to be around Rs 40o crores. The Tentative Frame- 
work indicated the inability of filling the entire gap of Rs 2,000 
crores by deficit financing, and suggested that the deficit financ- 
ing by the government must be restricted to Rs 1,000 to Rs 1,200 
crores. This scheme of financing th** plan was drawn under 
the assumption that “deficit financing as a means of drawing 
unutilized resources into the system is justifiable. Continued 
reliance on it may, however, distort the price structure and 

create instability."^ 

p. 61. 

^The Second Five Year Plan: A Tentative Framework, manning Com- 
mission, New Delhi, p. ii. « 
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The Panel of Economists did not consider deficit financing as 
“necessarily always dangerous.” “It is the timing and magni- 
tude of deficit financing that is of crucial importance.”* The 
panel, however, suggested that continued dependence on this 
device had to be avoided and any emergence of inflationary 
pressure in the economy watched and checked. “Any indica- 
tion that inflationary pressures arc developing must be met by 
timely and suitable action to keep it under check,”® it stated. 
In view of the expected increase in production and the rising 
level of national income, the Panel suggested that “for a year or 
two deficit financing at a rate of Rs 200 crores or so is safe and 
even necessary.”® But it cautioned: “On the whole, we 
do not recommend deficit financing of a larger extent than that 
indicated by the figure of Rs 1,000 crores for five years and arc 
of opinion that the situation in this regard should be kept under 
watch and should in any case be re-examined at the end of the 
second year or at the midpoint of the plan period*”’ Thus, 
while approving deficit financing of about Rs 200 crores for the 
first few years of the Second Plan, the Panel of Economists 
reiterated the pitfalls and dangers of deficit financing and urged 
that it should at the earliest be reduced to a manageable size. 

Professor B. R. Shenoy of the Gujarat University and an imp- 
ortant member of the Panel of Economists, however, disagreed 
with his colleagues and apprehended serious danger for the 
economy even for this order of deficit financing. The short- 
age of real resources could not be mitigated by deficit financing. 
“Deficit financing does not create real resources.”® There were 
certain circumstances when this method of resource mobilization 
could be useful, but the underdeveloped countries in general, 
and the contemporary Indian economy in particular did not 
offer such conditions. 

^Tke Second Five Year Plan: Some Basic Considerations, Plannias 
Commission, New Delhi, p. 4. 

'‘Ibid., pp. 4-5. ‘Ibid., p. 4. ’’Ibid., p. 5. 

*B.R. Shenoy, Note of Dissent to the Memorandum on the Second Five 
Year Plan, Planning Commission, New DelhiMP. 7. 
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The continued below the demographic rate of saving and inv- 
estment in underdeveloped economies, as against the rate of 
savings being generally above the demographic rate, as in the 
industrialized countries makes the underdeveloped countries 
unresponsive to deficit financing. In industrial economies, 
according to Professor Shenoy, ‘’unemployment of labour 
was accompanied by unemployment or underutilization of 
the complementary real resources of production” which could 
be bridged by credit creation.* Deficit financing or credit 
creation here is a device of mobilizing the real resources.^ 

Therefore, Professor Shenoy indicated that underemployment 
in underdeveloped economies, thus, offered no criterion for 
deficit financing in the way unemployment in the industrial 
economies offered such criterion.” 

While disagreeing w ith the amount of deficit financing to be 
about Rs 1,000 crores as recommended by the Panel of Econo- 
mists, Professor Shenoy emphasized that the amount of the defi- 
cit financing and the amount of the credit creation should be 
together limited to the increase in the cash balance. Based on 
the availability of Sterling releases during the five years as 
between Rs 100-Rs 1 50 crores. and the credit creation by the 
banking system as around Rs 35 crores per annum and a divi- 
sion of the cash balance resources and the Sterling releases 
between the public and the private sectors respectively in the 
ratio of 2:1, the order of magnitude of the aggregate deficit 
financing according to Professor Shenoy, could be Rs 180 — 
220 crores for the five years, or an annual rate of Rs 35-44 
crores. Even on the assumption of a doubling of the rate of 
growth of the national income, the demand for the additional 
cash balances cannot be of an order to justify deficit financing 
on a scale equivalent to 50-60 per cent of the money supply. 
Based on these considerations, Shenoy thought the Panel 
recommendation as “far too excessive.” 

It is, however, significant that Professor Shenoy conceded that 


*Ibid., p. 6. 
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“deficit financing is essential in an underdeveloped economy to 
permit full use of the scarce real resources”^^ but he urged that 
the “deficit financing should stop severely short of the 
point at which inflation begins.” He was greatly opposed to 
inflationary potential of deficit financing because inflation 
did not add to the aggregate real resources. He further stated 
that 

It creates wasteful or socially less useful demands on the 
limited savings. Investment gets distorted into luxury trades 
to meet the demand for their products resulting from infla- 
tion incomes. It diverts an undue proportion of savings into 
urban property and real estate, into gold hoards and jewel- 
lery. and into foreign exchange, as a result of the effort of 
savers to protect the value of their savings. The resources 
available for the Plan would be, as a result, coirespondingly 
less, and overall economic development would be iinpeJed, 
Inflation tends to be self-perpetuating. With the rise in 
prices and wages, the original estimates of the cost of the 
project taken in hand will be out of date. More deficit finan- 
cing would be necessary for their completion. And as they 
cannot be left half-finished, there would be pressure for 
further deficit financing.^*^ 

Second Plan and Deficit pinenniner 

Despite the cautionary note of Profc'-sor Shenoy and others, 
the Second Five Year Plan began with enthusiasm and expansi- 
onary tendencies For a plan of Rs 4,800 ci ores, the anticipated 
domestic resources amounted to only Rs 2,400 crores, and the 
rest, that is half of the plan outlay during the Second Plan 
period was expected to be met from external a^^sistance (Rs 800 
crores), deficit financing (Rs 1,200 crores) of which Rs 200 
crores accounted for Sterling releases and a gap of Rs 400 crores 
was left uncovered. The anticipated budgetary resources of the 
Central and the State Goverments were estimated at Rs 2,400 


mid., p. 8. 


mid., pp 8-9. 
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crores, of which Rs 800 crores was expected from surplus from 
current revenues, Rs 1,200 crores from the public borrowings, 
and Rs 400 crores from the Railways, Provident Funds, and 
other accounts. This scheme of financing was acknowledged 
to weigh heavily on domestic resources but the magnitude of the 
task assumed during the Second Plan period was also colossal. 

The experience gained during the First Plan period was favo- 
urable. The inflationary pressure on the economy was practically 
controlled; in fact, there was some apprehension of recession, 
specially durii’g the period following ihc Korean War. The 
Sterling balance w'as also sizeable. Therefore, the Planning Com- 
mission was emboldened to launch a plan with a provision of 
deficit financing of the order of Rs 1,200 crores. Nonetheless, it 
was realized that “the expansion of money supply of the order 
mentioned cannot but be regarded as the outside limit. 

The course of the Second Plan did not run smooth. There 
occurred the foreign exchange crisis, which necessitated several 
adjustments and readjustments. The public ga/c was fixed on 
external assistance and on the urgency of obtaining substantial 
amount of foreign aid rather than on mobilizing domestic 
rcsouices. Dining the Second Plan period, Rs 2531.14 crores of 
external assistance was authorized; c\en utilization of foreign 
aid during the period amounted to Rs 1430.19 ciorcs. 

Deficit financing during the Second Plan period amounted to 
more than the anticipated le\el As against R«: 1,000 crores of 
deficit for a plan ol Rs 4,800 crores, the latest estimates show 
that deficit financing reached the level of Rs 954 crores for a 
plan outlay of Rs 4,672 crores. The estimates of actu \l deficit 
financing has been variously estimated b\ difl'erent authors. Dr 
Kulkarni^'"* has indicated thal the estimates ranged from 
Rs 948 crores to Rs 1,483 crores.^® Whate^c^ the level of 

Second Five Year Plan, Planning Commission, New Delhi, p. 84. 

^®R.G. Kulkarni, Deficit Financing am! Economic Development, Asia, 
Bombay, pp. 261-4. 

R. Shenoy, “Era of Deficit Budgets,” Times of India, Bombay, 
28 February 1961. 
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deficit financing, there may not be any objection to agreeing 
with the conclusion of Dr Kulkarni 

that judged by any standard or criterion, the extent of 
deficit financing during this period has clearly been excessive 
and has certainly strained the economy. It is true that the 
upper limit of Rs 1 ,200 crorcs for the entire plan period 
was not crossed. However, taking into account the reduction 
of the total public sector outlay from Rs 4,{i00 crorcs to 
Rs 4,600 crores the actual volume of deficit financing should 
have been much less than originally contemplated.^’ 

The impact of deficit financing has been drastic. We have 
shown in an earlier chapter that the prices during the Second 
Plan period rose by more than 30 per cent and the cost of living 
by more than 24 per cent. It is true that the deteriorating price 
situation and the rising inflationary spiral had not by the end of 
the Second Plan period completely disrupted the economy, but 
the economists, however, had begun seeing symptoms of the 
weakening of the structure. Dr Kulkarni, himself an ardent 
supporter of deficit financing as having a place in the develop- 
mental efforts provided it was managed carefully, has bitterly 
concluded that "‘the policy of deficit financing during the Second 
Plan period failed because the initial safe upper limit of deficit 
financing was not properly worked out; the volume of deficit 
financing was not related to any specific criterion, but was 
undertaken in a sporadic fashion; no attention was paid to the 
cost and price considerations with reference to which the 
quantum of deficit financing should have been calculated; large 
buffer stocks of foodgrains, and other basic needs of life 
were not accumulated; utmost efforts to raise budgetary resour- 
ces (particularly by the States) and thus to mop up the addition- 
al income created by inflationary devices were also lacking in the 
implementation of this policy.’® Dr Kulkarni has gone to the 
extent of mentioning that 

”R. G. Kulkarni, op. cit., p. 329. pp. 533-4. 
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... it is beyond doubt that the programme of deficit financing 
during the Second Plan period, although it might have 
assisted in the attainment of financial targets and to the 
development in the economy to that extent, created instabi- 
lity. The inflationary pressure generated during this 
period has certainly hit hard the large sections of the popu- 
lation, and judged from their point of view, it is doubtful 
whether there has been any development at all, with such 
attendant sufferings. The official reactions to the emer- 
gence of inflationary situation are of a happy-go-lucky 
nature. 

The Economy Ctjmhlc^ 

The real difficulty occuried during the Third hive Year Plan. 
The need for a large plan was imminent. The total outlay 
during the Third Plan was envisaged at Rs 7,500 crores. The 
scheme for financing it made a very cautious approach to deficit 
financing. The rising trend in market prices and depleted foreign 
exchange reserves made it necessary that the deficit financing 
was limited to the minimum warranted by genuine monetary 
needs of the economy. 

Considering the economic conditions prevailing at the begin- 
ning of the Third Plan period, the limit of deficit financing during 
the Third Plan period was placed at Rs 550 crores, exclusive 
of the direct extension of credit by the Reserve Bank to co- 
operative agencies. It was, ho' /ever, stipulated tha* the amount 
of deficit financing to be undertaken would be adjudged from 
year to year in the light of emerging economic trends. “Deficit 
financing within moderate limits,” according to the Third 
Plan Report, “has a place in developmental planning but if it 
adds to the purchasing powc. unduly at the time when the 
need is to keep it down so as to restrict consumption within 
the limits provided for the Plan, the consequences to the 
economy can be highly deleterious.’'®® 

p. 5.33. 

Five Year Plan, Planning Commission, New Delhi, p. 100. 
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In order to avoid such difficulties, the Third Plan hoped that 
the device of deficit financing would be resorted to only in exce- 
ptional circumstances. The situation, however, soon deteriorated. 
The Chinese aggression in 1962, the Pakistani invasion in 1965, 
and the food shortages during the following years created abnor- 
mal conditions. Because of the inevitable role of deficit financing 
during emergency, the limit of deficit financing envisaged in 
the Third Plan Report was soon transgressed and by the end 
of the Third Plan period, the Plan outlay of Rs 8,631 crores 
(as against Die original Rs 7,500 crores) had to be financed 
by Rs 1,150 crores of deficit financing as against the original 
target of Rs 550 crores. The impact of this amount of deficit 
financing along with colossal expansion of defence and other 
non-plan expenditure can easily be imagined. During the last 
three years of the Third Plan, the general price index rose by 
a measure larger than the increase that had occuned during 
the preceding ten years. 

Detenmn ition to Eschew Deficit Financing 

The original fourih Five Year Plan as envisaged in August 
1966 had no place for deficit financing. For a total outlay 
of Rs 16,000 crores in the public sector, it was cinisaged that 
there would be no resort to deficit financing. In older to 
ensure that any excessive purchasing power in the economy 
did not lead to distortions in the Plan, a variety of monetary 
and fiscal measures were anticipated. “Deficit financing will 
have to be avoided.’'*** Self-reliance has been considered the 
main task of the Fourth Plan. 

Resource mobilization is in some ways the kingpin of the 
Fourth Plan. This is so because for the first time, the Indian plan 
of economic development has assumed complete cschcwal of 
deficit financing. Deficit financing not only emerges from 
budgetary deficits but can also arise in many other ways, in- 
cluding credit creations. It is, therefore, imperative that a 

Draft Outline of the Fourth Five Year Plan, Planning Commission, 
New Delhi, p. 16. 
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close watch is kept on all avenues of deficit financing and 
prompt action taken,^** 

While discussing the question of resource mobilization, the 
Draft Outline stressed that the substantial increase in the bud- 
getary deficits m 1965-66, higher domestic prices, devaluation 
and continuing imbalance between impoits and exports, made 
it more important than ever that financing should be on a 
completely non-inflationary basis.^'* 

These notes of warning have been difficult to follow. During 
the course of the three Annual Plans, beginning with 1966-67, 
the size of deficit financing has been substantial. It was esti- 
mated that deficit financing in 1966-6'^ would be onl> of the 
order of Rs 12 croies: the ctntial goverment would have an 
overall deficit of about Rs 25 crorcs, and the Governments of 
Madhya Pradesh, Mysore, and Rajasthan would have a total 
surplus of Rs 13 troies in order to reduce their outstanding 
overdrafts with the Reserve Bank. The total outlay for the 
1966-67 Plan was estimated at Rs 2,0S1 crores. If achieved, 
this level of deficit financing could have veiy much improved 
the situation. In actual implementation, the size of the Plan 
outlay increased to Rs 2,221 crorcs and the size t.l the deficit 
financing increased to Rs 340 trorts. This imposed further 
strain on the economy. 

Strenuous efforts to restrain the inflationary impact of budge- 
tary operations wcie necessary. Despite the cautious note, and 
providing only Rs 14 crores as deficit for an Annual Plan of 
Rs 2,192 crores for the year 1967-68. the actual deficit lor the 
year amounted to Rs 318 crores. Obviously, the urgency of 
avoiding deficit financing as laid down in the Diaft Outline has 
not as yet been fully realized. Like a drunkard always promising 
to abstain but every time falling piey to temptation, the deter- 
mination to “eschew" deficit financing is made but on every 
temptation the sacrifice is postponed. Thus strain on the 
economy has been continually increasing for the last fifteen years. 


**Ibid., p. 32. 


“Ibid., p. 75. 
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Final Assessment 

Deficit financing as a means for mobilizing domestic resources 
has a legitimate place in the national economy. But, if it is 
used in an unrestricted manner it might do much harm. Pro- 
fessor Shenoy has considered it “the best subsidy to 
communism.” Dr Gyanchand has argued it as “a real evil and 
it is absolutely essential that it should be avoided in all its 
forms.”^* B. K. Madan of the Reserve Bank of India has stated 
that “excessive deficit financing implies the abandonment of 
planning in regard to the financing of development since the 
distribution of incidence of the cost of development does not 
conform to a considered and rational plan of meeting the costs, 
but follows the line of least resistance and thereby invites con- 
sequences that might run counter to the Plan objectives and 
distort and disrupt the orderly course of development.”*'^ T. T. 
Krishnamachari accepted deficit financing as a “medicine, to be 
taken in small doses ; it is not food that cou]^ sustain the 
system.”*® Evidently, the dangerous consequences of deficit 
financing must be recognized and judiciously used. 

In India, deficit financing has been increasingly used to meet 
the growing expenditure of the government. The advent of 
planning involving colossal outlays has intensified the difficulty. 
During the First Plan period, its impact has not been severe, 
but the inflationary pressure and its consequential distortions 
have inciea-.ed significantly since the beginning of the Second 
Five Year Plan. During the Fourth Five year Plan, deficit financ- 
ing is contemplated to be completely eschewed but the past few 
Annual Plans do not show any reversal of the trend. Dr 
Kulkarni has considered it as loss of an opportunity for exercis- 
ing effective management of deficit financing for developmental 
financing. Necessary precautions and safeguards, which must go 

“Gyanchand, The Menace of Inflation, Mjnaktalas, Bombay, p. vi. 

K. Madan, Aspects of Economic Development and Polity, Allied, 
Bombay, 1964, p. 10 

“T. T. Krishnamachari, Deficit Financing, Reserve Bank of India 
Bulletin, June 1957. 
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with this policy were not taken, so that deficit financing instead 
of contributing to development efforts, created new problems.*’ 
In this connection. Dr Kulkami has further stated that the 
“inflationary pressures resulting from deficit financing were 
aggravated due to a considerable increase in non-development 
expenditure.”** 

In determining the repercussions of deficit financing, a 
gamut of factors has to be examined. If administrative expendi- 
ture cannot be judiciously economized, if defence outlays cannot 
be reduced due to the manoeuvres of neighbouring countries, if 
the utility services cannot recover their own servicing costs, if 
large-scale subsidies characterize economic and industrial policies 
of the country, if the commercial undertakings of the public 
sector fail to earn profits, if productivity and efficiency in indus- 
trial enterprises are awfully low and if there has been persistent 
strain on balance of payments, then it is futile to consider defi- 
cit financing as the only cause of anxiety during the course of 
developmental activities. It is not the gap m resources which 
is disturbing, rather it is proliferation of the administrative 
structure, multiplication of inefficient enterprises, and the ex- 
pansion of nonproductive channels of expenditure which have 
created the difficulties. With improvements in administration, 
production and mass-behaviour, deficit financing can be a 
useful source of financing developmental activities. 

The scope of its activities, however, should be very limited. 
Generally speaking, it should be consideied politically unjusti- 
fied because it puts at the disposal of the ruling party enormous 
power to use the resources of the country in any way it desires. 
It is economically dangerous because it destroys legitimate 
incentive for production, leads to inequality of income and 
creates instability in the economy. Ethically, it is ruinous 
because it disrupts the society and the social obligations, and 
puts premium on black marketing and unfair market practices. 


•’R. G. Kulkarni, op. cit , p. 330. 
••Ibid., p. 331. 
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Deficit financing breaks the morale of the middle class fixed 
income earners and thereby weakens the progressive forces of 
the society. The need for keeping deficit financing under check 
is great and every government should resort to it only in 
emergency. 



CHAPTER III 

DEVALUATION 

Despite far-reaching consequences of devaluation, there is 
nothing esoteric about this simple device of reducing the 
external value of a national currency. In many cases, it is 
meiely an outcome of excessive deficit financing carried out 
over a number of years without correcting the fundamental 
distortions of the economy. The case for devaluation becomes 
acute when the flow of external assistance begins drying up 
without having activized the appropriate level of exports 
necessary to pay for her increasing developmental and 
maintenance imports. The success of this measure, however, 
depends upon the presence of many countervailing conditions. 
There is often great resistance against any move towards 
devaluation. The proposal has political overtones as well as 
deeply disturbing economic consequences. Devaluation is, 
indeed, a dangerous recipe to be applied only in the last 
resort. 

During the last two decades, many countries have devalued 
their currencies, i^ven the advanced countries with long 
tradition of industrialization have not escaped it. The United 
Kingdom has devalued hei curicncy twice during the recent 
years. Other countries like France, Germany, and Yugoslavia 
have also taken similar steps. India devalued her currency once 
in consonance with the United Kingdom in 1949 and at another 
time in 1966. In this chapter, we propose to discuss this prob- 
lem of devaluation with special reference to India. 

What is Devaluation.^ 

Devaluation is a method of currency management. Encyclo- 
paedia of the Social Sciences has defined it as “a series of 
legislative enactments by which a new legal value is assigned 
to a depreciated monetary unit and a new settlement is decreed 
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for all contracts in monetary terms.” From this definition, 
it is evident that devaluation is a deliberate step to stabilize 
the par value of a national currency to a lower level. This is 
done generally due to decline in the real value of the national 
currency. External value of a currency is determined accord- 
ing to Professor Gustav Cassel’s well-known Purchasing Power 
Parity theory. This parity is decided on the basis of the ratio 
of prices prevailing in the two countries. 

The need for such a decision arises when the par value is 
significantly disturbed. For illustration, it may be assumed that 
a quintal of wheat has been selling for Rs 45 in India while its 
price in the United States is $ 10. This gives the exchange 
rate between the American Dollar and the Indian Rupee as 
$ 1 equal to Rs 4.50. This rate of exchange under certain 
conditions, however, may deviate significantly. If more than 
$ 1 is offered in the open market for Rs 4.50, the latter is said 
to be undervalued; if less than SI is offered, the rupee is over- 
valued. If the disparity is significant and persistent it would be 
in the interest of the country whose national currency has 
fluctuated in value to set the parity right. The variation from 
the equilibrium rate of exchange may be corrected by a govern- 
ment decree. The legislative enactment by which parvalue of 
the overvalued currency is reduced is known as “devaluation.” 

Bretton Woods Agreement 

Thus, devaluation is an attempt to arrive at the equilibrium 
rate of exchange. Fixation of the equilibrium exchange rate is, 
however, a difficult process. Probably, it was for this reason that 
the Bretton Woods Agreement which set up the International 
Monetary Fund and the International Bank for Reconstruction 
and Settlement did not define the term “Fundamental Dis- 
equilibrium.” When the representatives of the forty-four 
nations met at Bretton Woods, New Hampshire towards the 
close of the Second World War, in July 1944, they considered 
the question of safeguarding all kinds of casual, speculative, 
and competitive devaluation. With the setting of the Inter- 
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national Monetary Fund, it was laid down that its objectives 
inter-alia would be “to promote exchange stability, to maintain 
orderly exchange arrangements among members, and to avoid 
competitive exchange depreciation.”^ Section 5 of Article IV 
of the Agreement discussed the conditions under which par 
values of national currencies could be altered. It laid down that 
a member “shall not propose a change in the par value of its 
currency except to correct a fundamental disequilibrium,”^ 

Correcting Fundamental Disequilibrium ' 

Having stipulated the various restrictions imposed on the 
government wishing to devalue, the Agreement provided that 
the Fund shall concur with a proposed change “if it is satisfied 
that the change is necessary to correct a fundamental disequili- 
brium. In particular, provided it is so satisfied, it shall not 
object to a proposed change because of the domestic, social or 
political policies of the member proposing the change.”® Thus, 
Fundamental Disequilibrium is a major condition under which 
a member nation may be permitted to devalue. But, the nature 
and characteristics of Fundamental Disequilibrium were left 
undefined in the Articles of Agreement. 

“From a tactical point of view,” Professor Ragnar Nurkse 
has stated, “it may h,.*'e been wise to leave the interpretation 
of this phrase to the managers of the Fund or to the member 
countries concerned in each particular case; the statutes of 
the Fund may not be a suitable place for the definition of 
so abstruse and perhaps controvertial a subject.”* Professor 
Nurkse has, however, attempted to concretize this “rather a 
hackneyed subject but of considciabl*' practical importance.” 
He has defined the equilibrium rate ot exchange as “that rate 

*Norman Crump, The A.B.C. oj the Foreign Exchange, Macmillan, 
London, 1963, p. 233. 

*Ibid., p. 243. Ubid., p. 244. 

‘Ragnar Nurkse, ’‘Conditions of International Monetary Equili- 
brium,” Essays in International Finance, Number 4, Spring 1945, Inter- 
national Finance Section, Princeton University, Reprinted in Readings 
in Theory of International Trade. Blakiston Company, Philadelphia, 
1949, p. 4. 
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which, over a certain period of time, keeps the balance of 
payments in equilibrium.”® This apparently a very simple 
definition contains many phrases such as ‘‘over a certain 
period,” “balance of payments,” and “in equilibrium” which 
need elaboration. A closer examination of these terms would 
reveal their complicated nature. 

What is Fundamental Disequilibrium .’ 

The unit of time over which payments should be balanced is 
difficult to decide. A short period like an hour, a day or a 
month over which this equilibrium is desired might lead, due to 
people’s “elasticity of expectations,” to “flight of capital, 
leading to fuithcr depreciation and, if the prices of commodities 
exported and imported also come to be affected by disequili- 
brating anticipations, exports will fall instead of rise and im- 
ports rise instead of fall, so that the result is still further 
depreciation. Such self-aggravating processes make it impossi- 
ble to achieve equilibrium in the balance of payments even in 
very short periods such as a day or a week.”® 

Even if we take a pciod long enough to overcome “seasonal” 
or “cyclical” fluctuations, these difficulties arc not removed; it 
would require “some medium to settle the discrepancies arising 
within the standard ” Longer the period, larger the amount of 
the medium required for settling the intervening discrepancies. 
The libeial provisions accorded by the I'und's Articles of Agree- 
ment aim at avoiding the need for such a large stock of inter- 
national means of payment. Apart from the fact that the 
country’s reserves of international means of payments, whether 
it is gold, foreign exchanges or international borrowing facilities, 
would have to vary from country to country, the finalization of 
the stipulated period over which the balance should be achieved 
is not only indeterminate but full of complicated adjustment 
problems. 

While studying the balance of payments with a view to decid- 
ing the equilibrium rate of exchange. Professor Nurkse has 


Hbid., p. 5. 


*Ibid., p. 6. 
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suggested exclusion of (/) the transfer of gold or other liquid 
reserves which may be necessary to balance a country’s external 
account, and {ii) short-term capital movements either in respo- 
nse to temporary changes in discount rates or to movements in 
exchange rates within the gold points, or occurring in the form 
of capital flight, and *‘hot money” mainly due to fear of exchange 
depreciation or war. The primary objective of this exclusion 
is to eliminate all discrepancies which are due to abnormal 
factors. 

The impact of various kinds of restrictions imposed on foreign 
trade should also be taken into account in order to decide the 
equilibrium rate of exchange. Obviously, the balance of payments 
is not in equilibrium if the gap arising there is closed by impos- 
ing import restrictions. A country with overvalued currency 
suffers a loss in its competitive power to export which necessita- 
tes import restrictions by exchange controls, import quotas, 
prohibitions, licences or increased import duties in order to 
balance the external account. Such a balance cannot be con- 
sidered “in equilibrium.” For this reason, Professor Nurkse 
has stated: 

To use our definition properly, we must take the structure 
of trade barriers existing at a given starting-point. If 
subsequently a certain exchange rate can be maintained, or a 
balancc-of-payments defici closed, only by means of an 
increase in trade barriers, luen the rote cannot be accepted 
as the equilibrium rate. The true equilibrium rate is that 
rate at which payments and receipts are equalized without 
additional restrictions on trade.’ 

The second condition that P’-^'f^'ssor Nurkse has emphasized 
in this context is the absence of any deliberate depression in the 
level of aggregate domestic money income in relation to pro- 
ductive capacity in order to reduce import demand. He says: 

It is conceivable that a country may keep its balance of pay- 
p. 9. 
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ments in equilibrium by reducing the demand for imports 
through a depressed level of aggregate domestic money 
income in relation to productive capacity; and if wage rates 
and prices are rigid, this contraction in money will manifest 
itself in large-scale unemployment in that country. The 
balance of payments is in equilibrium; yet it is hardly proper 
to call the exchange rate a true equilibrium rate if it can be 
maintained only by means of depression and unemployment 

at home.® 

Thus, we find immense difficulties in deciding whether a 
country is facing Fundamental Disequilibrium necessitating any 
significant degree of devaluation there. As a rule of thumb, 
however, this term may be implied to mean, as Professor J.O.N 
Perkins has indicated, “a deficit that is expected to last,”® but 
this by no means can be a guideline for any country. In fact, 
any decision regarding Fundamental Disequilibrium can be 
finalized only on a detailed study of the conditions prevailing 
in the country. 

The Trend in Devaluation 

Devalution is a comparatively recent phenomenon. “Prioi to 
1914, devaluation was one of the things ‘which are not done’.” 
It was regarded as “a breach of faith both to the holders of the 
cuirency in question and also to other countries.”^® But, the 
situation has radically changed particularly after the First World 
War. The Gold Standard in its various forms was seriously 
disturbed. The inter- war years had indeed been very trouble- 
some. Sudden transfers of capital stock and foreign balances 
from one country to another brought considerable difficulties. 
Ultimately there was the Wall Street collapse. It destroyed 
the confidence in Gold Standard. 

Under a gold standard system the method of attaining 

•Ibid., p. 10. 

■J.O.N. Perkins, “Australia and the 1957 Devaluation of Sterling,” 
The Economic Record, March 1968, p. S. 

“Norman Crump, op. cit., p, 177. 
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equilibrium in international trade approximates that in 
domestic trade, as exchange rates as fixed within narrow 
limits by the fact that the various national currencies arc 
freely exchangeable for gold at fixed legal prices... Under the 
free-gold standard of the nineteenth century the movement 
of gold from one country to another tended to correct the 
conditions which gave rise to it.^^ 

The self-correcting mechanism, however, could not sustain 
after the abandonment of Gold Standard. Though this happen- 
ed in 1931, the trend towards it was apparent after 1914 itself. 

Revaluation of American Dollar 
Early in 1933, follow'ing the American banking crisis, the 
Roosevelt administration suspended the Gold Standard, and in 
January 1934 the dollar was formally revalued in terms of gold. 
The new price of gold was fixed at $ 35 per ounce. This was 
equivalent to a devaluation of the dollar to 59.06 per cent of its 
former gold content. The international monetary situation at 
that time was very brittle; most of the Euiopean countries 
resorted to such steps several times. Many of them did so in a 
competitive spirit. This was done with a view to insulating 
their own economics from the repercussions of the monetary 
decisions originating in other countries. 

For example, soon after the American devaluation, Belgium 
devalued its currency by 28 p*r cent. France had already been 
experimenting with devaluation over a number of years, but in 
the autumn of 1936, it devalued franc by an clastii. amount 
ranging between 25.2 per cent and 34.2 per cent. Switzerland 
also simultaneously devalued her franc against gold, the 
amount of her devaluation btmj? between 26 and 34.5 per cent. 
It was believed that the free movement of goods and services 
under the impact of changing rates of exchange would set any 
imbalance right. But, this hope was belied. And such a danger 
had to be safeguarded by other ways after the Second World 

“Kenneth E. Bouling, Economic Analysis, Harper, N.Y., 1955, 
PP. 392-3. 
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War. These problems were discussed in detail at Bretton 
Woods and the Articles of Agreement setting up the Fund and 
the World Bank devoted considerable thought to prevent 
recurrence of such movements. Restrictions were imposed on 
the member countries wishing to devalue their currencies. 
Besides assigning to the Fund the right to be consulted under 
such emergencies, the Fund has also a limited right to veto 
any devaluation of more than 10 per cent. A member country 
may change par value of its currency without the concurrence 
of the Fund if the change does not affect the international 
transactions of the members. 

Stabilizing Influence of I.M.F. 

Establishment of the International Monetary Fund has helped 
to a great extent achieving of the exchange stability, none- 
theless, there have been occasions when many countries had to 
devalue their currencies. Generally speaking, as Paul Einzig 
has indicated, after the end of the war, the principal exchanges 
came to be maintained within their official “support points” 
fixed under the Bretton Wood> system in agreement with the 
International Monetary Fund. Conditions became on the 
whole stable once more, but the frequently recurring Stc'^ling 
and other currency scarcities resulted in wide fluctuations 
of forward rates.^® 

Even the French franc underwent serious fluctuations. The 
post-war vicissitudes of the Italian lira were similar to those of the 
French franc. Attacks on Sterling had also been a “regularly re- 
current feature” of the period; in September 1949, it was devalued 
from S 4.02 to $ 3.80. Some of the Central and the East 
European currenci'*s underwent drastic depreciation. Under the 
inflationary pressure, the Latin American currencies had also 
to devalue. The Brazilian cruzeiro which was very firm at 
the end of the war, sharply depreciated during the fifties and 
the sixties. Tlie Mexican dollar was also devalued in 1954. 
Even the centrally directed communist countries could not 

Einzig, The History of Foreign Exchange, Macmillan, London, 
1962, p. 257. 
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escape post-war depreciations. The rouble was repeatedly de- 
valued, and so were the exchange rates of many satellite Slates.^® 

Despite such frequent alterations, the fluctuations in exchange 
rates following the Second World War had been more stable 
than those which had occurred during the period following ^he 
first. Economic knowledge and the establishment of control 
mechanism did much towards achieving this stability. The 
situation has, in fact, so much changed that the contem- 
porary world considers devaluation under certain condi- 
tions, a powerful and effective means for accelerating the 
tempo of economic development. 

The Mechanism oj Operation 

Although, strictly speaking, devaluation is a phenomenon 
of recent oiigin, it had existed eailicr in different forms of 
cun cncy depreciation. Many cconomibU have, therefore, dis- 
cussed the effects of the changes in the value of the national 
ciiircncy on its par-value But, the problem then was not so 
acute, and therclore the analysis of dcvalnaHon was also not 
so sophisticated. 

Supply and Demand Approach 

When Alfred Marshall discussed the problem of changes 
in the general relations of international trade, he was 
still applying his Supply -D mand tool of analysis. He 
stated: “The terms of internal, mal trade can properly be said 
to be governed by the relations of international demand; but, 
with equal correctness they can be said to be go\erned by the 
relations of international supply. It seems best to speak of 
them as governed by international demand and supply.”^* While 
quoting J. S. Mill, Alfred Maish.Jl stated that “the law of Inter- 
national Value is but an extension of the more general law of 
value, which is called the equation of Supply and Demand.’’^ ’ 

^ybid., pp. 258-62. 

^‘Alfred Marshall, ^foncy, Credit, and Commerce, reprints of 
Economic Classics, Augustus M. Kelly, N. Y., 1960, p. 160. 
p. 161. 
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Supply and demand curves for internationally traded 
commodities, however, according to Alfred Marshall, depend- 
ed upon the elasticity of the country’s demand for imports 
and exports. Furthermore, “the elasticity of a country’s de- 
mand for imports may be measured by the proportionate 
increase in that demand, which results from any movement in 
her favour of the terms on which she can obtain them.”'* “The 
elasticity of a country’s aggregate demand for foreign goods 
is compounded of the elasticities of her demands for various 
sorts of goods.”'’ From this, it may be seen that Alfred 
Marshall attempted to analyze the behaviour of international 
trade in terms of the elasticities of Supply and Demand curves. 

On this line of reasoning, it may be concluded; “A devalua- 
tion of the pound will necessarily increase the dollar value 
of British imports and hence decrease the demand for dollars; 
the more elastic is the British demand for American goods, 
the more will the demand for dollars fall with any given de- 
valuation.”'® 

Aggregate Spending Apptoach 

Sidney S. Alexander has anal>/cd the effetts of devaluation 
on Trade Balance in great detail.'* He has used the Aggregate- 
Spending Approach or the Keynesian approach as it is more 
popularly called. He has discarded in the present context the 
elasticity approach of Alfred Marshall because the partial 
elasticity approach fails to tackle adequately and appropriately 
the very many complex relationships governing international 
trade which devaluation must take into account. Partial elas- 
ticities refer to the effects of a change in price on the quan- 
tities supplied or demanded “when all other things remain 
equal.” Such conditions impose considerable limitations which 
may vitiate realistic analysis of the problems relating to inter- 

»•/&</., p. 167. "/6/rf.. p. 175. 

'•Richard G. Lipsey, An Intioductwn to Positive Economies, Weiden- 
feld and Nicolson, London, 1963, p. 462. 

'•Sidney S. Alexander, Effects of Devaluation on a Trade Balance, 
International Monetary Fund Staff Papers, Vol. II, 1951-52, pp. 263-78. 
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national economics. Total elasticities are concerned with the 
totality of the situations, that is, they take into account the 
situation when other things have changed that are likely to 
change as a result of devaluation. 

While introducing his Income-Ab>orption Approach m 
preference to the Elasticity Approach, Sidney S. Alexander has 
stated that ‘‘the percentage change in price is not generally equal 
to the percentage devaluation, but itself depends on the same 
complicated relationships." Therefore, the total elasticities ap- 
propriate for the analyjiis of the effects of a devaluation would 
depend on the behaviour of the whole economic sy^item and the 
statement that the etfect of a devaluation depends on the 
elasticities boils down to the statement that it depends on how 
the economic system behaves.^® tor this reason, Professor 
Alexander has approached the problem by concentrating 
on the relationship between real expenditure and real 
income and the relationship ot both w'ith the price levels, 
rather than concentrating on merely traditional supply and 
demand analysis. 

Sidney S. Alexander has based his analysis on the funda- 
mental identity between national iiuome (>'), domestic 
absorption [consumption (C), imestmcnt (/)], and foreign 
balance [exports (.Y) minus imports (A/)]. He has assumed 
that a country’s net foreign tra^c balance is equal to the differ- 
ence between the goods and :>ervices produced m the countiy 
and the total goods and services taken off the domestic market. 
The word "‘absorption’’ used in the present context was at 
first used by Kenneth E. Boulding, it meant the sum of 
consumption plus investment including ai.y change in the 
holding of inventories. While ic\iewing the analysis by Sidney 
S. Alexander, Fritz Machlup has incorporated “government 
contribution’’ as a separate component of national income. He 
considered it as an improvement, but the Keynesian analysis 
assumes national income (T) equal to consumption expendi- 

•“M/V/., p. 264 
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ture (C) plus investment (/) of the economy in the aggregate, 
and, as such, the refinement suggested by Fritz Machlup though 
stressing the significance of an important sectors of the economy 
is, in fact, analytically redundant. 

However, let us examine the contribution of Professor 
Alexander a little more closely. In his analysis. Professor 
Alexander has studied the impact of devaluation on the 
national economy very precisely. He has indicated that devalua- 
tion can affect the foreign balance only in two ways, namely, 

(1) It can lead to a change in the production of goods and 
services in the country; this change will have associated with 
it an induced change in the absorption of goods and 
services so that the foreign balance will be altered by the 
difference between the change in income and the income 
induced change in absorption. (2) The devaluation may 
change the amount of real absorption associated with any 
given level of real income.®* 

Sidney S Alexander has adopted an over-stmplificd model in 
order to justify his conclusions though in essence his analysis, 
he thinks, would “hold good even in the real world.” 

Sidney S. Alexander has postulated that 
B = Y - A 

where B is foreign balance, Y total production of goods and 
services, and A total absorption of goods and services. This 
identity is, in fact, identical to what F-ritz Machlup®* has stated 
as 

Y=C + f\ G \X - M 

where C is consumption, I investment, G government contribu- 
tion, X exports, and M imports. This identity can be shortened 
by merging the first three items, namely, C, /, and G represent- 
ing absorption as A, and the remaining two X and M whose 
p. 265. 

‘‘Fritz Machlup, “Relative Prices and Aggregate Spending in the 
Analysis of Devaluation,” International Monetary Economics by Fritz 
Machlup, George Allen, London, 1966. 
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difference (X—M) constituting trade balance is signified by B; 
thus, we get the same identity as 7 — yi-f 5 or, B Y — A, 
which shows that the trade balance must always be the differ- 
ence between income and absorption. 

The fundamental identity can also be written as 

b=y—a (I) 

where changes in the quantities are expressed by corresponding 
small letters. 

Effect oj Devaluation on Absorption 

From this, the effect of devaluation which is expected 
to influence trade balance, can be examined through 
its impact on y and a, y and a representing changes in national 
income (F) and absorption {A) respectively. Devaluation will 
affect price level, the level of output and several other economic 
variables. Changes in the level of income (;■) and the propensity 
to absorb (c) [according to Sidney S. Alexander, propensity to 
absorb equals the propensity to consume plus an analogous 
effect of income on investment which may be called the pi open- 
sity to investment (Fritz Machlup includes propensity to spend 
public funds also in it)] taken together would be equal to the 
income-induced changes in absorption (a) plus the direct effect of 
devaluation on absorption (d). This relationship can be stated as 

cy = a -i- d, 

or. a - cy — d (2) 

Equation (2) expresses what ver tendency there may be for 
devaluation to induce any changes in the amount of real absorp- 
tion at any given level of real income. It indicates that 

the change in the absorption of goods and services in real 
terms as a result of devaluation is made up of two parts. 
The first, cy, is the change .n real consumption plus real 
investmens that is induced by the change in real income 
that results from the devaluation. The other part, d, is the 
change in absorption which results other than through the 
income effect.*® 


"Alexander, op. cit., p. 266. 
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By combining the fundamental relationship (2) with that of 
(1), one would get* 

i— (1— c) y^d (3) 

which is very useful in directing investigations to three basic 
questions, namely, (/) how does the devaluation affect income 
(y)* 00 iiow does a change in the level of income affect absor- 
ption, that is how large is c, and (n7) how does the devaluation 
directly affect absorption at any level of income, that is, how 
large is d. 

These questions can be effectively answered only on the basis 
of a comprehensive analysis of the impact of devaluation on the 
entire economic structure of the devaluing country and the rest 
of the economy. But, one conclusion that may be drawn from 
this relationship is the significance of (1 — r), or c itself, in deter- 
mining the effect of devaluation. Assuming that income increased 
as a result of devaluation, the devaluation effect upon income 
and the consequent income effect upon absorption^will improve 
trade balance only if (c) is small than unity. But while the 
marginal propensity to consume is usually smaller than unity, 
c which is the combined marginal propensity to absorption 
may well be gi cater than unity. In that case, the non-absorbed 
change the income (1— c)y will be negative and the trade 
balance will deteriorate. Only the direct effect on absorption 
can then, still help matters. 

Devaluation EJfect upon and via Income 

Sidney S. Alexander has further classified the effects of de- 
valuation as the effects upon and via incomes, and as the direct 
effects upon absorption. In the first case, he analyzes idlc- 
resources effect and terms of trade effect; in the second case, he 
considers cash-balance effect, income-redistribution effect, 
money-illusion effect, and other miscellaneous effects. 

•b-^y-a (1) 

a=ey—d (2) 

Substituting the value of a obtained from (2) into (1), we have 

b~y-(cy-d) 

^y—cy+d 
-ll~c)y\-d 
or A~(I— e) y=d 
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Expisining the idle*resources effect, the possibility of worsen- 
ing of terms of trade has been mentioned. It could happen if 
devaluation causes increased utilization of the idle resources in- 
duced by increased outlays on consumption, investment (includ- 
ing government expenditures) and on export industries provided 
there were idle resources already present in the community. This 
could accelerate industrial activities leading to greater employ- 
ment and higher levels of income generation. Thus, the exi‘t- 
ence of idle-resources might enable (1— c) y to increase. In case, 
(1 0 negative, the trade balance might deteriorate unless 

other corrective measures are present. 

Under these conditions, if trade balance i, to improve, the 
devaluing country should see that there is no increase in its 
income and employment, that the propensity to absorb income 
is less than unity, and/or that the other effects of devaluation 
are in the right direction and stronger than the idle-rcsourcse 
effect. Sidney S. Alexander ha', stated: “If c is equal to or 
greater than unity, the foreign balance will not improve as a 
result of the increased output. Under such cucumstances, the 
devaluation might be effective in stimulating recovery but not 
in improving the foreign balance except possibly through direct 
effect.”** He has further stated; 

From the point of view of the devaluing country that has 
unemployed resources, the -'ffect on income, as well as the 
favourable effect on the balance of payments if v is less than 
unity, must constitute the mo-.t attractive potentiality of a 
devaluation. If the country is at full employment, this 
potentiality docs not exist and the effects of devaluation 
must depend on the more tenuous and less attractive effects 
on absorption.** 

Next, Sidney S. Alexander has analyzed the terms of trade 
effect of devaluation on foreign balance. This effect is also 
through the income effect. The expectation that devaluation 


“/Wrf., p. 267. 


“/A/rf.. p. 268. 
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will cause decline in export prices in foreign currency is 
based on the fact and a country’s exports are usually more spe- 
cialized than its imports. As a result of this specialization, export 
prices are much more affected than the import prices. Unless 
the imports greatly exceeded exports prior to devaluation, there 
is every likelihood of the terms of trade becoming adverse. This 
would cause decrease in income. Professor Alexander measures, 
the reduction in the country’s real income associated with the 
deterioration of the terms of trade by Reduced income 
would reduce the demand for imports as well as that for dome- 
stic goods. Therefore t would induce a reduction in absorption 
by the amount ct. This may improve the foreign balance part- 
ly through the eventual transfer to the production of export 
items or of import substitutes of the rc.-^ources formerly used to 
produced the domestic components of ct. The Terms of Trade 
effect of devaluation on foreign balance will be felt iirstly by 
reduced and then by the efiect stimulating an improvement 
on ct, so that the change in the balance associated with the 
intitial Terms of Trade cifect on income, /, is / — ct or (1 — c) t. 

Sidney S. Alexander concludes in this context that “if t is nega- 
tive, as assumed, and if c is less than unity, then a deterioration 
in the terms of trade al.^o implies a deterioration in the foreign 
balance. Only if c is greater than unity will the adverse terms of 
trade effect improve the foreign balance.”^® The aggregate 
income effect of devaluation may be (1 — c) multiplied by the 
change in income. The change in income may be caused by 
idlc-resources effect or by terms of trade effect. The 
former by stimulating the economic activities will have 
positive effect: the resulting change in income, y, will induce a 
change in absorption, cy, so that it will result in a change in 
foreign balance equal to y—cy, or (1— c) y. In this case, the 
negative effect will depend upon the value (l—c) t as explained 
before. 

Sidney S. Alexander has defined the direct effect on absorption 
as “any influence toward lower real expenditure as money 

p. 269. 



DEVALUATION 


115 


income and money price rise together as a result of devalua* 
tion.”®’ This takes us to the question of monetary preferences 
and behaviour. The main question to be explored in this 
context is “why with a given real income, when money incomes 
and prices rise in the same proportion, there should be a reduc- 
tion of real consumption or investment.”®® As indicated earlier, 
this line of enquiry can be pursued under four main heads, 
namely. Cash Balance effect. Income Redistribution effect. 
Money Illusion effect, and Miscellaneous Direct Absorption 
effects. 

Cash Balance Effc< t 

Cash Balance effect of devaluation on direct absorption runs 
on familiar lines. Individuals hold money, if the money supply 
is inflexible, of a particular magnitude depending upon the 
prevailing price level in the economy. If prices rise, the indivi- 
duals accumulate more cash. Real income being assumed 
constant, it is natural to expect that such increases in cash 
balance would reduce their real expenditures. If increases in 
cash holdings cause selling of other assets, it might even lead 
to changes in the rate of interest. This, in turn, might influence 
real consumption or investment relative to real income. ‘ Thus 
the cash balance effect may operate directly on the income- 
expenditure relationship through the foregoing of expenditure 
in order to build up cash, or indirectly through the rate of 
interest as the result of an attempt to shift from other assets 
into cash.”®* 

It is possible that the reduction of absorption on account 
of cash balance effect, or of ether direct absorption effects, 
might be directed towards certain domestic goods and services 
from whose production it is not easy to transfer resources to 
the production of export items or of import substitutes. This 
might lead to some unemployment. This would have repercus- 
sions throughout the economy. Professor Alexander says, “if c 
is less than one, the net result of this adverse effect on iacome 

*Hbid., p. 270. p. 271. “/Wrf., p. 272. 
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produced would be deterioration of the foreign balance which 
would tend to counteract the improvement from the direct 
absorption effects.”*® 

It might be that there is a long lag of wages behind prices, and 
profits may therefore gain at the expense of wages. Moreover, 
there may be transfer of income from fixed money income group 
to the rest of the economy. The impact of such transfers on 
direct absorption will depend upon the marginal propensity to 
absorb of those sectors which are involved in these transfers. 
“To the extent that income is shifted from those with a high 
marginal propensity to absorb to those with a low propensity, 
the foreign balance will be improved by devaluation .”®‘ In this 
context, it is also important to note that the redistribution 
effect will spread not only on consumption goods but also in the 
investment sector and changes in the tax receipts will have to 
be considered in relation to the marginal propensity to absorb 
of the government sector. The final effect of redistribution of 
income will be the resultant of all these factors. 

Money Illusion Effect 

People are apt to consider their income, expenditure, and 
savings mostly in money terms. Taking into account this psycho- 
logical behaviour, Sidney S. Alexander has suggested that the 
result on the balance of payments may be favourable if at higher 
prices people choose to buy and consume less even if their 
money income has increased in proportion, over and above to 
what can be attributed to the cash balance effect. “But rising 
money incomes and rising prices may actually operate in the 
opposite manner; for example, annual savings may be calculated 
in money terms and may fail to rise in proportion to money 
income and prices.”®* 

Miscellaneous Direct Absorption Effect 

The role of price expectations has to be taken into account in 
relation to the miscellaneous direct absorption effect. When 




'Ubid., p. 273* 


»lbid.. p. 275. 
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the expectation of price rise is persistent, it would result in 
increased absorption with adverse effect on foreign balance. It 
is said, it would be so, at least, in the short run. Furthermore, 
when the import prices rise, and if investment goods are also 
included in this category, the relative attractiveness of imported 
investment goods would decline in relation to the domestically 
available such goods, or in relation to their near substitutes. It 
may, therefore, lead to increased absorption but there is also a 
possibility that the increased prices of domestically produced 
goods would be so high that the people may like to postpone 
or reduce their expenditures on these goods which would lead 
to greater savings or hoarding. 

From the above, it is apparent that a large number of variables 
become significant for the analysis of the effect of devaluation 
on the balance of payments of the country. Many of the 
effects may be transitory, and some of them may e\en 
counteract one another. The position may be summarized as 
follows: 

The main conclusion is that the most fruitful approach to 
the general problem of obtaining a satisfactory foreign 
balance, and in particular of appraising the effects of the 
foreign balance of a devaluation is via the analysis of the 
income-absorption relationship. It is theoretically possible 
to obtain the same answers m terms of supply and demand 
elasticities, but one is more likely to be misled. It seems 
more in accord with the realities of the situation to recogni- 
ze that if the foreign balance is to be improved, the com- 
munity as a whole must reduce its absorption of goods and 
services relative to its income. The inquiry can then best 
follow the line of asking who is to cut his absorption relative 
to his income, or what is to be the shift of income from 
those who, on the margin, absorb more to those who absorb 
less. Supply and demand conditions, in the sense of partial 
elasticities may be useful tools in this analysis. But the total 
elasticities for which the conventional formulae alone are 
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valid, are not only poor tools; they may mislead, or at least 
obscure the analysis.®® 

Income Absorption Approach Reviewed 
Fritz Machlup has reviewed the income-absorption approach 
of analyzing the effect of devalution and has suggested various 
improvements in the analysis. Sidney S Alexander has indicated 
Idle-Rcsources effect and Terms of Trade effect as the two 
sources of increasing the level of income following devaluation. 
Implicitly, therefore, this rules out the possibility of what Fritz 
Machlup calls, the resource-reallocation effect. By better 
utilization of the existing resources and by more economic 
allocation of available factors of production, it is possible to 
increase the level of oulput. As such, the constraint of full 
employment and absence of idle resources, which are indicated 
by Professor Alexander to work in an adverse manner by increa- 
sing propensity to absorb and thereby reducing foreigit balance 
may not in fact hold true if the level of output could be increa- 
sed by organizational efficiency but without affecting the level 
of employment or straining the already existing level of resource 
utilization. Fritz Machlup thinks that the resource-realloca- 
tion effect of devalution may be especially significant when 
‘‘idle-resourccs effect is negligible or zero; total employment 
may remain practically unchanged while the output produced 
may increase through a more economic or more efficient use of 
the resources employed. But it is also possible that both effects 
operate at the same time; more or fewer resources may be emplo- 
yed in a more or less economic way .”®^ Furthermore, there is also 
the possibility of real income increasing as a consequence of 
operational efficiency and substitution effects. Under the situa- 
tion of unrealistic exchange rates, trade and production are 
carried out not necessarily in the best possible way. Devalua- 
tion leading to realistic exchange rates might by introducing the 
inducement to optimal ization of resources lead to more econo- 
mic use of resources with a consequent increase in real income. 

^Ibid. ®*Fritz Machlup, op, cit,, p. 182. 
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This might be accompanied by other economy measures. 

Fritz Maclilup enumerates two other incidental advantages. 
Generally, in such economies where overvaluation of national 
currency has been made and the economic activities arc based 
on this fact, the government has to impose direct controls in 
order to safeguard several other adverse social repercussions. 
When devaluation permits elimination of some controls and 
fosters improvements, the administrative cost of government and 
business is considerably reduced. The second effect is the im- 
provement in efficiency due to revival of competition. Devalua- 
tion might reinstate the resource allocation function of the price 
mechanism and remove quota system with its buieaucratic 
allocation of foreign exchange and imported materials. Such 
improvements might augment the foreign balance even under the 
conditions of full employment and full utilization of available 
resources. The surplus may be directly mobilized for export 
purposes thus increasing the m ignitudc of (-If— A/). 

The Effect of Substitution Proicss 

Fritz Machliip then consKler^ the impact of substitution effect. 
He emphasizes the fact that the condition of rising price levels 
having direct influence on absorption needs to be modified for 
incorporating the role of changes in relative prices leading to 
substitution effect. Devaluation does alter the relative prices 
which cannot be neutral. Devaluation aims at reducing the 
export prices of domestic products and increasing the import 
prices. It would, in fact, have serious impact on the relative 
prices of the dilTerent items available in the country and it 
would also induce changes in absorption. In order to illustrate 
his point. Professor Machlup assumes for example (in order to 
isolate the outcome examined here from any terms-of-trade- 
cffects) that devaluation leaves the terms of-trade unchanged, 
lifting the domestic prices of exports and of imports by the same 
percentage. As imported goods are now relatively higher in price 
than domestic goods, substitution in consumers’ plans seems 
inevitable; and as exportable goods are relatively higher in 
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price than domestic goods, substitution in producers’ plans 
seems inevitable; transfer of productive resources will ensue, 
and the increased demand for import substitutes together with 
the reduced supply of domestic goods from the production of 
which resources have been diverted cannot but cause relative 
price movements which are apt to reduce the real value of 
aggregate absorption even if total money expenditure should be 
somewhat higher than before.®® 

By extending the analysis of substitution effect even on the 
Terms of Trade effect of devaluation, Fritz Machlup considers 
that “Alexander’s conclusion that the ultimate terms of trade 
effect upon the balance of trade would be (/ — i)t or equal to the 
income effect times the marginal propensity not-to-absorb, is 
wrong.’’®® 

Fritz Machlup further suggests that the income-absorption 
analysis of Sidney S. Alexander does not show the causal 
relationship between the various factors, rather it describes only 
the ex-post conditions. He is of the opinion that the Funda- 
mental Equation in the analysis of Professor Alexander may 
be “misleading if it is deemed to show causal {ex-ante) rather 
than classificatory (e\-post) relationships.” In order to sub- 
stantiate his point, he gives an example of an increase in 
consumption expenditure which may 

result in an increase in Y (if employment rises) or a decrease 
in I (if inventory is depleted) or a decrease in X (if expor- 
table goods arc domestically used) or an increase in M (if 
imports are purchased) or no real change at all (if prices of 
consumption goods rise); and there are many other more 
indirect possibilities and combinations — the study of which 
may be undcremphasized by over confident reliance on the 
“insight” afforded by the equation.®® 

In this and in many other ways Fritz Machlup has showed 
that the analysis of Sidney S. Alexander though significant in 

p. 183. ^•Ibid.. p. 184. ’VWrf., p. 186. 
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many ways should be approached cautiously for its practical 
applications. The income-absorption approach is indeed an 
application of the Keynesian tools to the problems of inter- 
national economics, but this branch of economics has to con- 
sider both sides of the transactions. Devaluation is a decision 
of Country A whose impact an Country B could be assessed 
only after taking into account the effect of devaluation on 
Country A as well as the adjustments made in Country 5. 
Sidney S. Alexander as well as Fritz Machlup, both have 
overlooked the conditions pertaining in Country B following 
devaluation in Country A. 

Summing Up 

Obviously, while summing up the \arious threads of the analy- 
sis it is clear that the analysis of the effects of de\aluation 
will have at first to take into account the exportable surplus 
augmented as a result of this decision Exportable surplus can 
accrue because a larger total output in the country enables it 
to have the same after satisfying the domestic demand; if the 
national output cannot increase even to maintain the same level 
of exportable surplus, the domestic consumption— absorption- 
must diminish. National output and absorption are two major 
variables whose behas iour must be examined carefully in order 
to find out the efficacy of devaluation. These variables can be 
influenced by many factors: if the willingness of the workers 
increases to put in greater amount (or intensity) of work for the 
same wage-rate without drawing upon the national output by 
increasing their consumption, the country can be able to generate 
a little larger exportable surplus. But no amount of the increased 
availability of exportable surplus can augment the foreign 
balance of the country unless there are buyers of the stuff. 
Though this is a very elementary principle, yet it is often 
overlooked. Devaluation aims at inducing external buyers to 
purchasing more of the goods and services of the devalued 
country. Unless they buy the stuff, the devaluation would fail 
in its objectives; but in ordpr to achieve this objective, the 
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response of others to the devaluation decision of Country A 
should be helpful. 

Unless external demand picks up, devaluation by itself would 
fail to augment foreign balance. The increased availability of 
exportable surplus without adequate external demand might 
lead to inventory accumulation, massive unutilized capacity 
and beginning of the recessionary symptoms in the economy. 
Devaluation decision must therefore be cautious and careful. 
Unless bold monetary, fiscal, and other necessary control 
measures arc administered in the devaluing country, there is 
every danger that devaluation, by releasing many disturbing 
economic forces, might prove to be a dangerous recipe. There- 
fore, it is necessary that the preconditions for the success of 
devaluation should be appropriately taken into account and 
necessary preparation made before finally deciding devaluation 
of one’s national currency. 

Preconditions for the Success of Devaluation 

It is necessary that the devaluation decision must be preceded 
by careful preparations. Firstly, the objectives of devaluation 
must be clearly and precisely defined. This presupposes a 
comprehensive examination of the difficulties facing the country 
and the possible solutions of the difficulties. The magnitude of 
devaluation is very vital in creating an impact; but this can be 
decided only on the assessment of the deviation of the official 
par value from the real. 

Secondly, the economy should be prepared for an adequate 
dose of devaluation. This is necessary because the industrial 
structure of the devaluing country must be responsive to absorb 
the forces generated by this decision. A well diversified and 
efficient economic base is essential for sustaining international 
competition. Exports can be encouraged when the goods are 
cheap, attractive, and durable. Labour legislation, price 
controls, allotment of scarce industrial inputs, provision of fiscal 
incentives and other tax subsidies must be adjusted in such a 
way that they encourage and aid expansion of the export sector 
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of the economy. This should be pushed to the extent where 
special encouragement to the export industries does not unduly 
cause hardships to the domestic sector. 

Reorganization of the productive machinery, introduction of 
the higher technology and planning better, strategy for obtain- 
ing economies of scale must be incorporated in the economic 
system. If exportable items have larger import content, the 
efficacy of devaluation would be minimized. The economy should 
be given export orientation; sophisticated items with larger export 
markets may be manufactured, expanding net-work of export 
organizations must be established and quality of the products 
must be substantially improved. Many of these steps should 
precede the final de\aluation decision so that the economy is 
soon geared to the expanding expoit trade. 

Thirdly, the grim determination of the nation to succeed must 
be there in the hearts of the people. This is a difficult task 
involving social as well as economic dimensions. Corruption at 
high and low levels must be eradicated. This v/ould give the 
real morale boost up. As long the w'orkers are not told the real 
implications of increasing their productivity, merely increases in 
investment outlays with increasing propensity to absorption 
could not help the economy. But, this can be done only when 
right social guidance is available. 

Devaluation to succeed would involve diversion of 
resources to some extent at least from the household sector 
to that of exports. This might mean deprivations People 
will have to deny themselves the possibility of better standard 
of living, more diversified consumption possibilities and exten- 
sive foreign travel. Such sacrifices can be voluntarily forth- 
coming from the masses only when examples arc given by the 
leaders. The element of compulsion would not induce lasting 
favourable response. Trade Unions have to be more disciplined 
and restrained. Manufacturers have to foster greater quality 
consciousness, greater managerial efficiency and respect for 
their products in domestic as well as in external markets. 
Workers will have to work more intensively without insist- 
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ing on higher wages: in fact, the wage rate should be sub- 
stantially lower than their productivity in order to enable the 
commodities to compete in external markets. This would 
necessitate a sense of urgency impressed on all sections of the 
population with necessary social, economic, administrative, 
and political orientations. Unless such preconditions are 
achieved, in many cases, even drastic devaluation measures 
would fail to achiev e its objectives. 

Indian Case of Devaluation 

The role of devaluation in accelerating the industrializing 
process and in eradicating developmental difficulties particularly 
in an underdeveloped country has recently been recognized. 
The Indian experience of devaluation in 1966 shows various 
aspects of this problem. 

The Bell Mission Report 

In the Indian context, the need for devaluation was empha- 
sized by the Bell Mission Rcpoii on India. At the instance 
of George D. Wood, then Chairman of the International 
Bank of Reconstruction and Development, Bernard R. Bell 
visited India with a group of experts in 1964. The Mission 
studied the various developmental problems confronting 
the country. The Report was submitted to the I. B. R. D. in 
September 1965 which listed them my deficiencies of the Indian 
economy and suggested ways and means for overcoming them. 
Devaluation was assigned a high place among the steps recom- 
mended. But, the success of devaluation decision, the Bell 
Mission emphasized, would depend on several economic adjust- 
ments in the devaluing country and on softening of the attitude 
of advanced countries towards the Indian exports. In the former 
category, suggestions were made for the removal of direct 
administrative controls on the imports of industrial inputs, 
larger allocations of resources for intensive development of 
agriculture with a view to doubling the rate of its growth, 
restraint on defence expenditure, liberalization of controls over 
the distribution of raw materials and over their prices; the 
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Mission also suggested modifications in the planning technique, 
reforms in the management of public undertakings and im- 
provements in research, investigations, allocation, and disse- 
mination of technical data. 

On the part of the industrialized nations, the Mission empha- 
sized that they should relax quantitative controls against the 
semi-processed and manufactured articles of India and provide 
softer loans which did not impose excessive burden on the 
country. Given these conditions, Bell N\as confident that 
India could achieve accelerated rate of growth eventually 
leading to a self-sustaining economy. The overvaluation of 
the rupee, according to Bernard R. Bell, worked directly to 
defeat the possibility of massive import substitution and ex- 
port expansion essential for achieving the objecti\es of the 
development programnic,^^ “In the long run, ue would ex- 
pect/’ the Bell Mission reported, “exports stimulated by an 
appropriate exchange rate and other measures to provide an 
increasing part of the growing requirements of maintenance 
imports.”^’-* 

Devaluation Dcl ision 

Ever since the submission of the Bell Mission Report, and 
even earlier, diflerent forums in India have been discussing the 
possibility and desirability of devaluation. Many eminent econo- 
mists, industrialists, administrators, and politicians took active 
part in the dicussions. The final decision, howeser, seemed 
difficult and it was being postponed for one reason or the other. 
Eventually, at the end of 5 June 1966, Finance Minister 
Sachin Chaudhry, despite several denials on earlier occasions, 
announced the devaluation decision along with several other 
corrective measures adopted with a view to helping the country 
“in our march towards self-reliance.”*^* As as result of this 

'^^Devaluation of the Rupee and its Impliaction, In.stitutc of Constitu- 
tional and Parliamentary Studies, New Delhi, 1966, Appendix IV, 
pp. 193-9. 

p. 199. '‘“Finance Minister's Broadcast, 5 June 1966. 
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decision, par value of the rupee was changed from 18.66 grams 
of gold per hundred rupee to 1 1.85 grams of gold. This meant 
a reduction in the external value of the rupee by 36.5 per cent, 
that is, the Indian rupee on the night of 5 June 1966, was deval- 
ued by 36.5 per cent. As a result of this magnitude of devalua- 
tion, the Reserve Bank of India was obliged to provide Rs 7.5 
per US dollar supplied to it as against Rs 4.16 earlier; in 
exchange of a British pound sterling Rs 21 would be supplied as 
against Rs 1 3 J given earlier. It was stipulated that the same 
rate of conversion would be adopted for supplying rupees against 
other foreign currencies. 

While announcing the devaluation decision. Finance Minister 
Sachin Chaudhry explained the urgency of such a step. The 
price of foreign exchange did not any more reflected economic 
realities, whereas the short-term palliatives had failed to correct 
the imbalance. A radical measure of substantial devaluation as 
decided then was intended to correct the imbalance and to pro- 
vide stability and strength to the economy. Sachin Chaudhry 
slated that the general le/el of prices was 80 per cent more than 
what it was ten years ago whilst the offic al par value of the 
rupee had remained unchanged since 1949. The increasing level 
of internal prices had gone out of alignment with world prices 
creating much resistance against Indian exports. Development, 
however, required larger imports and imposed greater burden 
of debt repayments. These obligations could be met only by 
raising the export level which had however failed to respond to 
short-term promotional measures. Import entitlements to 
exporters, direct subsidy, tax credit certificates, and several such 
export promotion measures had not succeeded in eradicat- 
ing the difficulties facing the export sector. It was realized that 
any radical reformation in exports was impossible without dis- 
ciplining the internal prices. Such measures, according to 
Finance Minister, succeeded only to a limited extent. He fur- 
ther stated: “Had our difficulties been temporary in character, 
they might even have been enough to restore our competitive 
position. But, experience has clearly, demonstrated that our 
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difficulties are more basic.”*^ The import entitlement scheme 
was based on creating artificial scarcity conditions to compen- 
sate exporters. But, the need was for fuller utilization of exist- 
ing capacities and establishment of new industries which neces- 
sitated much greater imports of raw materials and components. 
But this would bring down the effectiveness of import entitle- 
ment schemes. Other methods of tax credit certificates and 
direct subsidies would increase “intolerable strain on our 
budgetary resources which are so badly needed both for the 
development and the defence of the country.”** Furthermore, 
they carried the danger of retaliation by countries to whom 
India exported. Therefore, it was necessary to find out a more 
enduring and reliable device for increasing the competitive power 
of Indian exports. For this purpose, a change vas made in the 
par value of rupee. As a result of the new exchange rate the 
Indian exporter was accorded substantial encouragement: 100 
US dollar under the changed rate would now gi\e Rs 750 as 
against Rs 476 earlier, whereas the importers would get much 
less for the same amount of their expenditure; 10 British pound 
sterling w’ould now fetch Rs 210 worth of Indian goods and 
services as against Rs 133 earlier. Thus, by providing adequate 
incentive to Indian exporters, devaluation was expected to pro- 
vide substantial assistance for economic development. 

Other Objectixes of Devaluation 
Devalution was also expected to quicken the pace of import 
substitution. Finance Minister Sachin Chaudhry indicated that 
devaluation would raise the rupee cost of imports, as such there 
w'ould be greater incentive for fabricating many items domesti- 
cally which were earlier imported from abroad. Investments in 
import substitution industries could thereby be encouraged. 
Enduring encouragement to exports as well as import saving 
activities aimed at fostering all round self-reliance in the country 
could in this way be given to those who were willing to take 
advantage of the situation and help the nation. 

Devaluation of the Rupee, p. 182. **lbid., p. 183. 



128 


CURRENT ECONOMIC PROBLEMS 


Having explained the different ways in which devaluation 
could assist Indian economic growth, Finance Minister Sachin 
Chaudhry concluded as follows: 

To sum up, devaluation would provide a better corrective 
to price rise and distortions of the past than the remedial 
measures we have pursued so far. Even more important, 
it will facilitate a better allocation of our resources and 
strengthen our foreign exchange position on an enduring 
basis. With renewed determination and discipline on the 
part of all of us to hold inflationary pressures firmly in 
check, it would be a major ally in our march towards self* 
reliance'*^ 

Corrective Measures 

Consequent upon the devaluation decision, several^significant 
changes were introduced in import trade policy, exchange 
control orders and in institutions connected with international 
trade. Firstly, mention may be made of the adjustments made 
in ihe\alue of import licences. Those licences which were 
issued immediately prior to devaluation and were likely to 
fructify during the following period could not sustain the stipu- 
lated level of imports unless the old value was validated for the 
new par value of the rupee. Similar adjustments were necessary 
in several other cases as well. The rupee value of unutilized 
pre-devaluation import licences and those others issued between 
6 June 1966 and 10 June 1966 was raised upwards by 57.5 per 
cent in order to maintain the foreign exchange value of these 
licences. Similarly, the value of quota licences issued to establi- 
shed importers in respect of certain essential commodities such 
as motor vehicle parts, X-ray films, etc., was also raised; the rise 
in value ranging from 5 per cent to 75 per cent depending upon 
the essentiality of the articles concerned. Scales on which 
foreign exchanges for travels abroad for various purposes such 
as medical treatment and studies abroad were concerned were 


«/6/W.. p. 187. 
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also enhanced by 57.5 per cent in terms of Indian rupee. The 
maximum limit of Rs 1,500 per month of remittances prescribed 
for foreign nationals to their respective countries was raised to 
Rs 2,360 per monlli or up to a ceiling of the amount of monthly 
averages of their remittances during the preceding twelve 
months. During the course of the year, an upward revision of 
the free limit in respect of imports by parcel po'st for private 
use, Haj pilgrims and remittances made by authorized dealers 
for purposes such as Patent or Trade Mark, Registration fees, 
subsciipiions, membership fees to club'., etc., was also made, lu 
October 1966, it was also decided to grant limited exchange 
facilities to persons going abroad for business *ind other appro- 
ved purposes, medical check-upN and consultations provided a 
specialist recommended such a check-up or consultation. 

Liherolized Impofts for Expon Industnis 

Imports related to export industiics were given favourable 
treatment. Witli a view to stepping up productu)n, specially in 
the export sector, imports were substantially liberalized and 
duties reduced to keej) the cost of essential impoiis in line with 
the cost of comparable domestic pioducts. Jn August 1966, 
the import policy for registered cxpoiters in Older to cover the 
import requiiements of specified export industries was also 
announced. The new polic> aimed ai replenishing the import 
content of export industries m terms of raw matenals and inter- 
mediates, components, and spares against the exports already 
made by them on or after devaluation. The industries covered 
under this policy related to engineering goods, chemicals, drugs 
and pharmaceuticals, glass and glass-ware, ceramics, rubber 
products, paper and paper products, leather and leather goods, 
handicrafts, sports goods, woollen carpets, rugs and druggets, 
woollen textiles, hosiery, etc., and mixed fabrics, unmanufactured 
tobacco, cigars, cigarettes and bidis, coir p^'oducts, processed 
foods, cotton textiles, cashew kernels, stainless steel products, 
ship repairs, natural silk fabrics and garments, gems and jewel- 
lery items, cinematograph films exposed, and readymade gar- 
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ments of cotton and woollen fabrics or of wool and synthetic 
fibres. 

Import entitlement and tax credit certificates which so far 
had been important export promotion schemes, were termina- 
ted. Instead, a new scheme was started under which the regis- 
tered exporters were provided witl: replenishments of import 
contents in terms of raw materials, intermediates, components, 
and spares against exports of specified products. The registered 
exporters who were themselves manufacturers of export products 
or of components and raw materials thereof were made eligi- 
ble to receive import licences in their own names. They could 
even nominate a similar other manufacturer to receive the licen- 
ce against the exports made by them. A registered exporter 
who himself was not a manufacturer of export items wjn not 
eligible for a similar licence in his owm name, but he could 
nominate one or more manufacturers of similar jifoducts to 
recehe licences against the exports eflected by him. Import 
licence issued under this scheme could be uiili/ed up to oncTiflh 
of the value of the licence or rupee one lakh for the importation 
of permissive types of jigs, tools and equipment for packing 
and tagging. Such imports, however, could be used for pro- 
duction only in the units owned or managed by the liccnccc. 
This scheme could facilitate manufacture of export items and 
ensure safeguards against misuse of the concessions granted to 
export sector. 

//n/7i rt Liberalization jor Agricultural Inputs 

As a large proportion of export industries depended upon the 
agricultural sector of the economy for the supply of necessary 
raw materials, and as the development of agriculture was vital 
even from other considerations, it became necessary after deva- 
luation to consider the needs of agriculture and of certain other 
industries otherwise important. The import liberalization 
following devaluation therefore took into account the require- 
ments of agricultural development. Special arrangements were 
made to import fertilizers, pesticides, sulphur, and rock phosp- 
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hate. Raw materials needed by such industries as jute textiles, 
cashew nut, processing and tanning leather were allowed to 
be imported under Open General Licences w^hich in the first 
instance were valid for shipment up to 31 March 1967. In this 
connection, mention may be made of the 59 Priority Industries 
mainly concerned with the production of items important for 
domestic economy or for exports. The requirements of these 
industries were met on a continuing basis after they have 
utilized the already imported items. It was decided that the 
full requirements of raw materials, components, and spares of 
these industries would be met for six months at the fir-^t instance 
and supplementary licences w'crc issued to them when the com- 
modities thus available were finished. With this stipulation it 
was expected that the priority industries could continue working 
without any interruption. 

Fistal Adjustments 

Some fiscal adjustments were also necessar> in order to elimi- 
nate windfall profit to certain sections of the exporters. World 
demand for many items have been price inelastic. Consequent- 
ly, the changes in exchange rate could produce windfall profit 
to them. This being unintentional, countervailing adjustmenU 
were neccssaiy. Therefore, export duties were levied on a 
large number of such staple exports as jute manufactures, tea, 
iron ore, coiTce, tobacco unmanufactured, black pepper, and 
mica. Such dutiable items accounted for over 60 per cent of 
the total exports of India. This lc\y was aimed at, besides 
diverting into exchequer a part of the windfall profit arising 
due to devaluation, preventing of any fall in export earnings in 
terms of foreign currencies. The duties initially imposed were 
continuously reviewed, and adjustments in the rates were 
made from time to time in the light of subsequent developments 
in costs, international prices and demand. 

On the other hand, there were new enterprises which were 
expected to spend abroad in order to build markets for their 
products. Such industries like engineering goods, iron 
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and steel, chemicals, and woollen carpets had larger export 
potential but they needed assistance at the early stages of their 
development. In order to help them so that they could take 
advantage of devaluation, even cash assistance was accorded 
to them. 

Quality Control ami FrC’Shipmcnt Inspection 

Quality control and pre-shipment inspection which at the 
moment covered more than 85 per cent of exports, after deva- 
luation, were extended to itenis like dc-oiled rice bran and 
gum karanja while action was also taken to bring under the 
scheme a number oi' commodities like light engineering 
products, crude drugs, rose wood, human hair, coriander seed, 
etc. 

Steps were also taken to safeguard against an unusual rise in 
import prices. This was necessary in order io maintain stabi- 
lity in the cost of production as well as to secure adequate 
supply of essential articles. Import duties on all such items of 
impv)rts, excepting on non-essential consumer goods, were 
reduced. It was done to such an extent that imported cost of 
essential raw materials, intei mediates, machinery and spares 
broadly fell in line with comparable domestic products. The 
reguhitory import duty of 10 per cent aJ valorem, introduced in 
February 196h, was abolished. Arrangements were, however, 
made to obtain larger quantity of kerosene, copra and sun- 
flower oils to supplement the needs ol mass consumption, and 
soya bean oil, palm oil and tallow to meet the requirements of 
soap industry. 

Review of Devaluation Decision 

During the last several years, India’s balance of payments has 
been in deficit: in fact, persistent deficits have occurred over 
the last few years. As it would be seen from Table 1, India 
had trade deficits since 1948, whereas balance of payments 
on current account has shown persistent deficit since 1956-57, 
the magnitude of w'hich, however, has been colossal during 
the recent years. It may also be observed that foreign exchange 
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reserves have been declining rapidly. From this table, it would 
be seen that trade balance which amounted to (— ) Rs 49.58 
crores in 1950-51 amounted to ( — ) Rs 165.35 crores in 1955-56, 
(— ■) Rs 479.55 crores in 1960-61, and (— ) Rs 604.47 crores in 
1965-66. Similarly, balance of payments on current account (net) 
which was Rs 38.9 crores in 1950-51 accounted for only Rs 6.7 
crores in 1955-56, but in 1965-66 it was (— ) Rs 622.7 croies. 
India’s foreign exchange reservers dropped from S 2161.3 million 
in 1950-51 to S 1895.0 million in 1955-56 and to S (i25 8 million 
in 1965-66. Esidcntly, these have been symptoms of ‘prcsi.tent 
deficits” signifying fundamental disequilibrium 

Table 1 

INDIA S BALANCE OI PAYMENTS AND FOREIGN 
rXCHANC.f Rf SIR VIS 


Year 

7/ adi 
BaUinc e 

1 Rs Ctorc'i) 

Balance of 
Paxments on 
( lit lent Aciount 
( Rs Crotes) 

f Of Cl fffi E\ - 
chance Re sene 
f s if lion) 

19S0-SI 

{-) 49 58 

38 9 

2161.3 

1955-56 

(- ) 165 35 

6 7 

1895 0 

1956 57 

( -) 464.3 

. -) 312 3 

1430 3 

1957-58 

(-^ 63M 5 

( - ; 427 0 

884 5 

1958-59 

( ) 453.7 

( ) 326.1 


1959-60 

1 ) 301 3 

1 185.1 

762 1 

1960-61 

( -) 479.55 

t M51 7 

637*6 

1961-62 

{— j 431.05 

1 ) 357.5 

624 6 

1962-63 

' — ) 446 16 

I — ) 446 7 

619.7 

1963-64 

( ) 429,6! 

( ) 458 3 

642.2 

1964-65 

( ) 532.73 

) 645.9 

524 3 

1965-66 

/_) (t04 47 

(-) 622 

625.8 


Sovrcf: Reports of Currenev and hmance, R B.I , Bonib.i>; Etononne 
Stincss, Minislry ol Kmanse, New Delhi. 

Rise ill Aggregate Absorption Level 
Effect of devaluation on recovery of the Indian economy and 
on improvements in its foreign balance can be examined, as 
indicated earlier, in terms of relationships between the changes 
in national income, propensity to absorb and other factors in- 
fluencing absorption. .National income of India in 1966-67 
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increased to Rs 23,120 crores as against Rs 20,340 crores in 
1965-66 and Rs 20,430 crores in 1964-65. Unless the marginal 
propensity to absorb has been less than unity, the trade 
balance was expected to deteriorate. Empirical data on marginal 
propensity to absorb arc not available, nonetheless, indirect 
evidence on expenditure levels has i uggested that devaluation 
has not reduced the level of personal expenditure. Working 
class index number of consumer prices increased from 185 
(1949—100) in June 1966 to 161 in August 1967 which shows 
that even in order to maintain the old levels of consumption the 
consumers had to have larger cash balances and they had to 
spend a larger amount of money. Rise in wholesale prices also 
did not indicate that the consumer demand had been 
diminishing and such supply curve shifting leftward. Even 
investment expenditures did not show any such declining 
trend. Permission for the issue of Rs 459.3 crores of^apital was 
granted in 1966-67 as against Rs 275.8 crores m 1965-66 and 
Rs 372.3 crores in 1964-65. Total expenditure of Central 
and State governmems also increased substantially during 
this period: from an expenditure of Rs 5,479 crores in 1965- 
66, it increased to Rs 6,492 crores in 1966-67. Evidently, it 
would be justified to assume that the marginal propensity to 
absorb of the Indian economy has been much more than unity 
contributing to deterioration in balance of trade following 
devaluation. This conclusion does not seem vitiated even by 
taking into account other cfTccls through terms of trade. 

Deterioration in Balance of Trade 
The first objective of devaluation, namely, to improve the 
balance of payments situation has not, obviously, been achiev- 
ed. In fact, the balance of trade has deteriorated further. As 
against an adverse balance of trade of Rs 604.6 crores in 

1965-66, Rs 532.7 crores in 1964-65, and Rs 429.6 crores in 
1963-64, the balance of trade taking into account pre-devalua- 
tion and post-devaluation figures together, amounted to 
( — ) Rs 806.3 crores in 1966-67. The effect of devaluation in rc- 
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ducing the level of imports and increasing that of exports has 
also not been licartcning. The pattern of Indian imports has 
been such that any significant reduction in the total quantum of 
imports could not be possible without straining essential domes- 
tic supplies for consumption and investment purposes. Various 
liberalization measures adopted after devaluation also did not 
aim at curtailing these supplies. Consequently, one finds that 
the merchandise imports excluding special food assistance from 
Canada, Australia, the USSR, and other countries, accounted 
for Rs 2078.4 crores in 1966-67 as against Rs 1410.1 crorcs in 
1965-66, Rs 1349 crorcs in 1964-65, and Rs 1222.9 crorcs in 
1963-64. As far as exports are concerned, they increased to 
Rs 1156.5 crores in 1966-67 as against Rs 805.6 croies in 

1965- 66, Rs 816.3 crores in 1964-65 and R^ 793 2 crorcs in 
1963-64. This increase has been made possible by a rise in 
export prices, rather than by any significant increase in us 
quantum. The \olumc index number of exports declined from 
132 (1950 -100) in 1964-65 to 124 in 1965-66 and 119 in 

1966- 67 though the Value Index has shown increases from 107 
in 1964-65 to 113 in l%5-66 and 169 in 1966-67. 

Even as far as tourism is concerned, there has not been any 
marked improNcmcnt. In an in-depth sur\cy conducted by the 
Pacific Area Travel Association in 1967, it has been indicated 
that India elicited more unfa' ourablc than fasourablc associa- 
tions from the tourists. The sur\cy covered 26 countries of the 
Pacific region and in the Report's list of unfavourable associa- 
tions per visitor, India lops the lisi. This is so, specially v\ hen 
60 per cent of India's present tourist trade accounts for 
American visitors, who wen* expected to increase more after 
devaluation. The Report has indicated the possiblity of India 
losing popularity unless the existing unfavourable conditions 
which arc not necessarily connected with par value of the rupee 
are substantially altered. 

Prospects for Foreign Investment 

As far as foreign investments are concerned, similar apprehen- 
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sion has been expressed by G. L. Mehta, Chairman of the 
India Investment Centre who has stated that while many in- 
dustries would not have come into existence but for the techni- 
cal know-how and skills obtained from abroad, foreign collabo- 
ration has not been of marked significance in strengthening 
India’s competitive ability particularly in regard to exports. One 
of the important causes of it according to G. L. Mehta has 
been the political instability of the country. “It seems that an 
clement of political instability has also become a deterrent fac- 
tor for the first time/’ In this climate, Mehta says, ‘*it is 
understandable that the foreign \isitor is not attracted to invest 
capital or set up a joint venture in this country.” Similar opi- 
nions have been expres^^ed by other foreign investors as well. 

General Assessment 

Economic consequences of devaluation on many of t[ie econo- 
mic variables such as exports, prices, public finance, balance 
of payments, burden of pubic debt, income growth, rale 
of savings, and provision of necessary wherewithals for 
the Fourth Five Year Plan have not been very heartening.^* 
Devaluation, in fiiCt, gave rise to genuine fear that tlic internal 
purchasing power of the rupee will be reduced diastically by 
a general rise in the price level. The domestic prices have 
not been stabilized, as hoped by the then F inance Ministet 
Sachin Chaudhry, The gap in balance of payments has not 
been reduced. Debt servicing obligations have increased. In- 
dustrial cost stiucture has not shown any mv^cment towards 
greater efficiency. International price differentials have also 
not been minimized. The cost ol managing devaluation bv 
way of concessions to importer* and re-sale price main- 
tenance of imported essential consumer articles such as 
foodstuffs, kerosene, fertilizers, etc., has indeed increased the 
burden on State Exchequer. By increasing the cost of imported 
articles, devaluation has increased the difficulties of the Fourth 

^“‘Economic Consequences of Devaluation,” Yojana^ Planning Com- 
mission, New Delhi, 26 June 1966. 
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Five Year Plan E\cn Prime Minister Tndiia Gandhi has been 
reported to have indicated that the devaluation tvas not the 
solution ho^vsocvcr necessary it might have been for tackling 
our problem 

In accentuating our difficulties, the devaluation of the United 
Kingdom pound sterling on 19 November 1967 has also 
played an important role. The extent of devaluation being 

14 3 per cent, the new exchange i.itc of one pound sterling 
equalled United States doHai 2.40 as against the old rate of 
$ 2.S0, the new exchange rate of a pound \\as equal to Rs 18 
instead of Rs 21 previousl> 1 ollowing the British dev iluation, 
a large numbci of countries such Ireland, Israel Hong Kong. 
Denmark, Spam, Fiii, Malta, Bermuda, Guyana, MalatM. 
Qprus, New Zealand and Ceylon also devalued tlKirrurren- 
cies Ceylon dc>alucd its currcncv by 20 percent but im- 
posed a 10 per cent duty on t»'a exports AUhough Pakistan 
did not devalue Its cuiiency it abolished its 10 pci cent export 
duty on )ute and cotton to counter the effects of sterling deva- 
luation. The exchange rate of the Indian rupee in tcims of 
gold or US dollars remained unchanged 

Deputy Piime Minislci Morai|i De^al, on the occuNion of the 
pound devaluation, staled that this step would make the Indian 
imports fiom the United Kingdom cheaper, in terms of the 
Indian rupee the budgetary burden would al o dimmish, the 
reduced rupee value of Biitish aid would not atlect the purchas- 
ing power ot that aid in teims British goods and sciviscs, and 
in fact, impioveincnt m British balance ot payments position 
would impienc her ability to provide ekwelopnient finance to 
India Moiaiji, however, anticipated that some of enii com- 
modities mav face dillivultics but the demand lor other pro- 
ducts imported by us may icmain unaffected. On the whole, t 

15 not expected that thcic will be anv substantial adverse effect 
of it on oui exports.’'*’ As to the effect on Indian sterling 
reserves held abroad. Deputy Prime Minister stated, “while this 
component ol our reserves has come down in value in teims of 

* Commoce, 25 Novcmbci J967, Bombay. 
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gold, its value for meeting our payment obligations in the 
United Kingdom remains unchanged.”^® But, as almost all the 
major traditional export earners of India, namely, tea, jute, 
cotton and cotton textiles, hides and skins, tobacco, and oil- 
cakes depended to a great extent on the British market, the 
initial reaction has been that the British devaluation would 
seriously jeopardize the Indian prospect of recovery. Indian ex- 
ports have already been declining during the last few years. 
Steps taken by Ceylon and Pakistan to lower their prices parti- 
cularly of tea, jute and raw cotton, which are bound lo aflect 
the manufacturers of textiles and jute goods in these countries, 
would inevitably affect the Indian competitive position adversely. 
Manubhai Shah has even pointed out that this would have far 
greater effect than ordinarily expected. “The lowering of prices 
in the UK market will mean a three or four times greater loss 
in these products in the world markets."^’ 

It is difficult to distinguish the effects of British and Indian 
devaluations on the Indian economy, but there has been a 
general consensus that the Indian dcNuluation has not created 
the result expected of it. Ramanbhai Amin, e\-President 
of the Federation of the Indian Chambers of Commerce, 
has emphasized the absence of necessary preparations which 
failed devaluation in achieving its desired objectives.'*^ Among 
the factors listed, he has stressed the importance of stability in 
the economy, and the need for reducing cost structure of the 
industry in order to foster competitiveness. Indeed, the most im- 
portant shortcoming of devaluation decision has been its inability 
to influence the foreign importers except indirectly through 
price reduction. But, international economic relations are 
guided by many other non-cconomic considerations. 


*’Manubhai Shah, “Threat to Our Exports,” Cc^/w/w^rce, 2 December 
1967. 

“Ramanbhai B. Amin, “Economic Implications and Consequences 
of Devaluation,’* Devaluation of the Rwpee, pp. 45-55. 
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Summing up 

To sum up, the significance of devaluation on the recovery of 
the economy and correcting persistent deficits in its balance of 
payments cannot be denied. Devaluation, however, exerts 
its influence through direct and indirect channels affecting 
propensity to absorption, income effect and substitution effect 
resulting from changes in relative prices, and other direct and 
indirect effects on absorption. It has to take into account the 
competitive position of other countries, as well as the price 
elasticities of demand for the various commodities exported 
from the devaluing country. Fven, non-economic factors have 
to be reckoned in this connection. 

As far as India is concerned, there has been pressing and 
urgent need for devaluation. But, tlie time at which this deci- 
sion was taken, probably, was not ,ippropriate. Increased 
cost of capital .slock would certainly affect the grow ih rate of 
the country vitall> when the unutili/cd capacities alreadj built- 
in arc exhausted. 

At a time, when cMcrnal demand for the Indian pro- 
ducts did not have much chance of picking up, and when inter- 
nal demand for imported capital and for all kinds of domestic 
pioducts has been incicasing, dev aluaiion could not hope to 
achieve its objectives. British deviiluation of the pound sterling 
w'l’.ich came soon after Indian devaluation has further thwarted 
the possibility of Indian recovery. The Indian devaluation 
decision illustrates how an effective weapon of economic 
administration could be blunted if wielded at an inappiopriatc 
time and without making necessary pi'-parations 



CHAPTER IV 


EXPORTS 

In this ch\ptfr, wc would discuss some problems of Indian 
exports. In fact, this problem is vitally important for all 
developing countries Developmental clTorts rcquiic larger 
imports which can be paid for by incieased export earnings 
Even with sub-itantial foieign aid poured into the economy, the 
need for augmenting export receipts is great in order to pay foi 
amortization and interest payments Ex-Gov ernor of the 
Rcseivc Bink of India P C Bhaltach ir>a has succinttly posed 
the problem by stating that ‘‘ultimately, It IS the expoits which 
have to pay tor our essential imports, the volume of vvhicli is 
bound to grow with the development ol the economy and also 
to provide the wherewithal lor the mounting debt service obliga- 
tions ” From this, it is evident, that the export sectoi has not 
only been the “key piopulsivc sector," as in some cases, but it is, 
in fact, the mvist important plank on which the entire struc- 
ture -the magnitude as well as the patlcin— of devLlopmcnlal 
activities would depend 

A Complualcd Task 

Expoit promotion is a difficult and complicated task. No 
developing country can incicasc its export earnings by its own 
unilateral decision, the cooperation of importing countries is 
essential for such a nrogramme to succeed This has imparted 
tremendous significance to such international organi/ationN as 
the UNCTAD Both the contracting parties must cooperate 
to assist the developmental plans of the backwaid countries. 
Such proposals ol cooperation aie, however, beset with many 
difficulties The developed countries have a strong tendency 
to trade among themselves The developing countries have 
generally been precluded from partaking the gains of indus- 
trialization in advanced countries I^agnar Nurkse has shown 
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that the trade of the de\clopcd countiics between themselves 
has been increasing whereas that between the developing and 
the developed countries has been declining This tendency was 
further accentuated by the fact that the demand for primary 
products, mostly giown in backward regions of the world, 
has not maintained the same ’•ate of inciease as the tempo 
of industrialization in advanced countries where most of the 
demand for such products originates 

The situation was radically dillcre^t in tlie nineteenth century 
During that period the exports of pi iniau pa^ducts increased 
much more rapidl> than the cxpoits cf manufactured goods 
I his situation ha^ now laduaily changed “The expansion ot e\- 
teinal demand for llic piiin iiy c4)inmodil> exports of the poorer 
countries appears in iccent y ars to hive lagged behind the 
rate ol increase in both the exports and national income of the 
industrial countnes ^ Simila opinion his also been expKWscd 
by Manubhai Sh ih, who his stated th it “th share ot the 
developing economies in the tohil world expe ib JwClincd fiom 
34 pci cent 111 1950 to 20 pci cent in 19()(i that of the developed 
market economics increased fu m hO to 6b per cent and th ‘t of 
the Centrally planned economics increased trom b to 1 1 per cent 
during the same period “ This suggests that the prosperity 
ot the iiidustiiali/ed nations has not been cvenl> shared by 
the developing and the adv iced coiintru s, which apait from 
Its other consequences, hvis adacd to the export uifficultics of 
the developing countiics 

Ditcnoiiition ui Ittn s of fnhu 

Difliculties of the developing countries luvc been many Even 
the terms of trade have been detenorating tot the primary 
producers Till lecently, the newly industnali/mg countries 
have been the chief suppliers of primary raw matciials to the 
industiiali/cd nations But, the demand tor such items has 

‘Rdgnar, Nurkse, Fatten of HaL amf Dts^hpnuut, Basil Blackwell, 
Oxford, 1961 p 51 

‘Mdnubhai Shah De\JopinK' Coiintin s and t/Ac 1 \D, \oia. Bombay, 
Chapter 111, p 18 
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been declining. There has been a shift in the pattern of 
industrial production. Presently, there is greater emphasis on 
heavy industries. The raw material content of these lines of 
production has been low. Moreover, there has been an 
increasing tendency of substituting synthetic and other man- 
made substitutes for natural rubbe^ natural cotton, natural 
jute, etc., there has also been greater use of a few basic elements 
of mostly local origin. Furthermore, economy and better 
utilization of scarce raw materials have also reduced the 
demand for the exports of developing regions. 

It has been for such reasons that Ragnar Nurkse has conclud- 
ed that there had been a relative decline in the importance of 
primary producers. This conclusion ha^» been reinforced even 
on the basis of empirical studies. It has been stated that the 
terms of trade between primary production and manufactured 
products did deteriorate betw'ecn 1870s and 1930s>the index 
fell from 111 in 1870 to 75 in 1938 (1913 --100). A United 
Nations study has indicated that “the secular trend in prices of 
primary commodities ^dative to prices of manufactured goods 
was downward from the latter part of the nincteemh century to 
the eve of the Second World War; at the end of this period, a 
given volume of exports of primary commodities would pay, on 
the average, for only 60 per cent of the quantity of manufactur- 
ed goods that it could buy at the beginning of the period."® 
Thus the developing countries have been facing an uphill 
task in augmenting their export earnings. Their ability to 
pay for imported articles has been declining. The impor- 
tant point, in this context, js to recognize the fact that 
the relative strength of primary producers has been reduced. 
“Whatever the reason may be," Youngil Lim has rightly 
stated, “the deteriorating long-term commodity terms of 
trade against primary goods means a decreasing amount of 
imports for a given amount of exported primary goods. The 
‘inability’ of productive factors to get out of the export 

^Gerald M. Meier and Robert E. Bladwin, Economic Deveiopment, 
John Wiley & Sons, London, 1957, p. 235. 
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indusliies, coupled with the deteriorating terms of trade, 
so the argument goes, results in the slow pace of develop- 
ment."'^ 


Pockets of Development 

Historically, many ol the backward regions got their first 
taste of industrialization as a result of overseas investors 
developing export sector of the economy. This had resulted 
into pockets of development whilst the general economy 
remained backward. 1 or this reason, many of the under- 
developed countries have been chaiacienzcd by the term 
“Foreign Lnclave of an Lxpoit Sector." This term implied 
that certain export sectors of the country, wltich otherwise 
remained backward, were developed with imported labour as 
well as with imported capital. This tendency, as Professor 
Singer has pointed out, did not very much contribute 
to the overall development ol the region. The production 
facilities for exports piovided to these underdeveloped countries 
never became a part of the intcinal economic structure of the 
countries themsehes, except in the purely geogiaphical and 
physical sense.”’ This has been so because the multiplier eflect 
generated by such investments does not take place in 
the borre^wing country, rathci it takes place in the metro- 
politan country from win h the inveaiment has been 
forthcoming. The foicign investors or the foreign employees 
at these “enclaves" did not spend their increased income in the 
expoiting country because their propensity to consume 
locally had been almost negligible; the added export income 
generated neither expansion of income nor of employment in 
the rest of the export economy. Within the expoit economy, 
the foreign trade multiplier for their increased income was zero; 
it was the country to which they remitted these added earnings 

♦YoungiJ Lim, ‘Trade and Gro\^th, The Case of Ce>lon/’ Ttw/o/wc 
Development and Cultural Change^ Chicago, January 1968, p. 246. 

W. Singer, ‘The Disinbuiion of Giains between Investing and 
Bon owing Countries,” Aiuencan Lconomic May 1950, pp. 477-9. 
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that the foreign trade multiplier operated.® 

Youngil Lim has examined this contention with regard to 
Ceylon, but he has come to a negative conclusion in this 
regard.’ Foreign investment in an exporting country docs 
not necessarily establish “foreign enclaves.” Nonetheless, such 
investments do create difficult problems. Such economic acti- 
vities are generally established with a view to assisting 
industries established elsewhere and they are not related to 
the programmes of industrialization of exporting countries. 
They often lead to shrinkage of foreign investment. Instances 
have come to notice that the iincstois in tea and colTce 
plantations in India have transferred theii investments to 
other countries bringing serious dislocation and ruin to several 
important sectors of the economy which could have been 
important foreign exchange earners. Lvidently, the exports 
of a developing country present problems whi^;h are not 
necessarily economic in character. Nevertheless, these problems 
have to bo tackled clTcctivcly for the viability of the industrial 
programmes of development. 

Shrinking Market Opportunities 

Moreover, the industrially advanced countries do not readily 
provide market opportunity to the developing countiies. When 
the underdeveloped regions begin industrial development, they 
need market for ihe sale of their semi-processed and fully 
manufactured items. The primary raw materials which so fiir 
they have been exporting to advanced countries are processed 
locally, and in the manufactured form— either fully or par- 
tially— they could he made available to the erstwhile importing 
countries. Competition against such articles in advanced coun- 
tries has been severe. These articles, in many cases, do not 
have the same standard of perfection as those fabricated in 
advanced countries. And, there is natural reluctance against 

®J. V. Levin, The Export Economics, Their Pattern of Development in 
Historical Perspecti\e, Harvard University Press, Cambridge, U.S.A., 
1960, p. 197. 

’Youngil, Lim, op, cit. 
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new entrants into the market. Home market does not provide 
expanding opportunity for the consumption of such sophisti- 
cated articles, and even if it exists it has to be restrained. 
Apart from psychological and political resistance, tariffs, 
quotas and other trade barriers are also imposed in order to 
eliminate free entry of such goods in developed markets. These 
create problems. Often unhealthy competition arises among 
the developing countries themselves. Thus, economic, politi- 
cal, psychological conditions and imperfections of international 
trade create problems which the underdeveloped countries have 
to surmount. 

Preconditions <>f Success 

We have already discussed in an earlier chapter the effect of 
devaluation on increasing the level of exports. From that dis- 
cussion it may be clear that the export promotion measures 
depend upon various domestic and intci national factors. Both 
the contracting parties have to create faxourable conditions 
for the success of these measures. The first condition in this 
context IS to augment the level of national output. This has 
to take place without any significant increase in the propensity 
to absorption. Only under these conditions, the exportable 
surplus in the country can increase. In older to increase 
national income, which in fact is a function of capital stock 
and productivity of the factors, both of these should increase. 
The rate of savings has an important contribution to make in 
this regard: investment in a community depends upon the level 
of income multiplied by the average rate of savings. From these 
conditions, it can be seen that the rate of savings, the level of 
absorption as well as the productivity of capital have impor- 
tant influence in generating exportable surplus. The output- 
capital ratio would reflect the intensity of utilization and 
the operational efficiency of the available capital stock. If the 
different factors of production are inefficient and the workers 
are more interested in demanding need-based wages than in 
raising their efficiency, the resulting output-capital ratio 
would naturally be unfavourable: in international market such 



146 


CURRENT ECONOMIC PROBLEMS 


coramodities would find immense difiiculty in competing with 
the output from other countries. 

Equilibrium Level of Exports 

From the Fundamental Identity mentioned in the previous 
chapter, it can be deduced that 

{Y+M)-iC+I+G)=X 

which implies that the increase in the level of exports would 
depend upon the increase in the total output (F M) and 
decrease in the level of absorption, namely, (C-f/+G)- 
During the period of rapid industrialization of an underdeve- 
loped country C, I as well as G would increase very rapidly. 
Only when the rate of growth in absorption is less than the 
rate of growth of national output, the rate of growth of 
exports can increase. This indicates the importance ot 
consumption, investment, imports and exports. Kgnneth E. 
Boulding has clearly described the relationship existing between 
these functions.* 

Kenneth E. Boulding makes it clear, at the very outset of his 
analysis that imports (A/) add to total stock of goods available 
within the country, and that exports subtract from this stock. 
Therefore, in the above identity, inclusion of imports with total 
output of the economy, and of exports with other items of 
expenditure such as C, /, and G is justified. According to 
Boulding, “imports have the same effect as production and 
exports as consumption” and, therefore, he has formulated the 
Fundamental Identity as follows: 

A=iP+M)-(C-\-X) 

where A is total accumulation, or additions to stock, P is 
production, C consumption, M imports, and X exports. On 
the basis of this identity, Boulding has stated the “export 
identity” as follows; 

X=P-{C-\-A)+M 

In order to construct an equilibrium model, Boulding states the 
‘Kennth E, Boulding, Economic Analysis, pp. 394-8. 
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necessity of postulating four behaviour equations, namely, 

(/) Consumption Function, C=Fe {P) 

(/■/■) Import Function, M-=Fm{P) 

{Hi) Export Function, X=Fr (P) 

(/v) Investment Function, A=Fa (P) 

These assumptions are not necessarily very realistic, but they 
do indicate the basic relationship. The first three equations 
assume that there are unique levels of consumption, imports 
and exports for every level of output as given by the consump • 
tion, import and export functions respectively. The fourth 
equation postulates that for every level of production there is 
a desired level of internal accumulation of real goods as 
given by investment function. As the level of income Y (or, 
O.pr, where O is total output and pr is the average price level, 
or P which is total production in money terms) is a function of 
7/a where « is the average rate of savings and / total investment, 
it IS suggested that Y and C are intimately connected even with 
investment expenditure. Therefore, there are only three auto- 
nomous variables namely, P, C, and M which are the main 
determinants of changes in exports. Tins implies that the level 
of consumption expeiidituies both in the personal and the gov- 
ernmental sectors, must be low, the propensity of such expendi- 
tures also low in order to yield a higher \aluc of I /a and the 
levels of P or Y should be high so as to yield maximum /. 
With increasing productivity of capital, it is expected that the 
level of exports would be considerably high. 

Export Requirement Curve 

The various factors involved in export promotion measures 
can be graphically indicated as shown on p. 148. 

The diagram represents in a simple way the various factors 
involved. OP represents the level of output. Mm represents the 
level of Imports. MT represents the total availability of goods, i.c. 
output plus imports, Hh is the Home Absorption Curve siginify- 
ing the various levels of consumption and investment expendi- 
tures in the community. • The equilibrium level of exports, or 
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RELATIONSHIP BETWEEN 

EXPORT REQUIREMENT CURVE, NATIONAL OUTPUT, 
IMPORTS AND ABSORPTION 



the Expoil Requirement Curve Xx indicates the different levels 
of exports which would be in equilibrium at the different levels 
ot output, Home Absorption, etc. In order to raise this 
level of exports, it would be necessary to raise the level of 
output; the level of imports for strategic reasons will have to be 
judiciously rationed in order to see that the productivity of the 
capital stock did not suffer. Consumption and investment ex- 
penditures are intimately connected. By reducing the propensi- 
ty to consume, it would be possible to reduce Home Absorption 
though Investment expenditure may be maintained at the 
previous level. When the availability of exportable surplus 
has to increase, these factors will have to be carefully managed. 

In the above identity, Y and M are considered together to 
find out the equilibrium level of exports, but M--Fm (P) 
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sugge.sts that a larger number of variables influencing Produc- 
tion Function of any economy, would affect, directly and 
indirectly, the imports. The export promotion measures of a 
developing country would also require that the industriali- 
zed countries adapted their production programmes in such a 
way that they helped the growing nations. This involves a 
careful examination of the pattern of production, structure and 
technology involved, consumption propensities and such other 
variables. Efforts should be made to provide greater oppor- 
tunity for the utilization and importation of raw materials, 
semi-proccsscd and manufactured articles from developing 
countries. Import control measures and trade barriers will also 
have to be liberalized. 

Another factor which complicates this problem is the competi- 
tion between different exporting countries themselves. Presently, 
the exports arc not merely a function of comparative cost. 
Political and economic compulsions necessitate that a large 
number of developing countries exported at lower than domestic 
prices. Export promotion measures are often carried out by these 
countries with vengeance: subsidies, rebates, and concessions 
even when the domestic economy has been unable to bear their 
heavy burden arc granted even at the risk of starving the indige- 
nous population. In order to price out other competitors, it 
become vogue to offer preferential export prices to foreign 
importers. Even the importing countries arc not necessarily 
guided by the cheapest price offers. Blocilication based on 
political, communal, and regional con^dcralions often damages 
the export prospects of an earnest and struggling country. 
The export promotion measures of an underdeveloped country 
have to face many different kinds of problems, some arising 
from internal conditions and others from economic, political, 
social, and similar other factors prevailing in industrialized 
countries. It is only by studying the different problems facing a 
developing country that the various complexities of export 
promotion measures become ‘apparent. 
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Stagnating Indian Exports 

Indian exports provide a glaring instance of underdevelopment 
or stagnation despite much encouragement given to this sector. 
The fact that this has been so for the last twenty years or so 
suggests that there must be some fundamental weakness in the 
Indian economy, otherwise, the situation must have improv- 
ed. But evidently there has been no improvement of any 
significance. 

In 1948-49, the Indian exports were valued at Rs 450.7 crorcs 
which increased to Rs 732.9 crores in 1951-52, since then the 
exports began declining till 1953-54 when they amounted to 
Rs 530.5 crores. After this period, the exports rose to Rs 805.7 
crores in 1965-66 and Rs 1094.9 crorcs in 1966-67. This increase 
has, however, not been commensurate cither with the rate of 
increase in national income or with the rate of growth of world 
exports. Table I shows that Indian exports accounted for 5.3 
per cent of national income in 1948-49 rising to 7.4 per cent in 
1951-52 but this rise was caused by the Korean war stock piling 
programme. Following this period, the Indian exports as a 
proportion of national income have been declining, reaching a 
proportion of 4 per cent in 1965-66. In 1966-67, though the 
rupee equivalent of Indian exports accounted for Rs 1,094.9 
crores, yet as a proportion of national income it amounted to 
4.7 per cent only. 

Similarly, stagnation is noticeable even when Indian exports 
are considered as a percentage of world trade. In 1948, the 
Indian exports accounted for 2.35 per cent of world exports, 
which declined to 1.85 per cent in 1950; it rose to 1.95 per cent 
in 1951, after which the proportion has been declining almost 
every year, reaching a proportion of 0.75 per cent in 1967. 
Evidently, these data suggest stagnation, the causes for which 
must be critically examined in order to work out an effective 
programme for the country’s export promotion. 

Wrong Things to Wrong Places 

Many economists have recently discussed the problem of stag- 
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Tabll I 

INDIAN EXPORTS AS A PERCENTAGE OF NATIONAL 
INCOME AND WORLD EXPORTS 


Year 

Exports as percentage of 


National 

IVorld 


Income 

Exports 

1948-49 

5.3 

2.35 

1949-50 

5.6 

2.16 

1950-51 

6.3 

1.85 

1951-52 

7.4 

1.95 

1952-53 

5.9 

1.63 

1953-54 

5.1 

1 38 

1954-55 

6.2 

1.40 

1955-56 

6.0 

1.36 

1956-57 

5.3 

124 

1957-58 

4.9 

1.22 

1958-59 

4.6 

1.12 

1959-60 

4.9 

1.12 

1960-61 

4.7 

1.02 

1961-62 

46 

1.02 

1952-63 

4.6 

0.98 

1963-64 

4.6 

1.05 

1964-65 

4.0 

1.00 

1965-66 

4.0 

0.90 

1966-67 

4.7 

0.78 

1967-68 

4.1 

0.75 


Sources: Economic Surveys of Government of India, New Delhi; 


International Financial Statistics. I M.F.* 

nation in Indian exports. Surendra J. Patel has examined the 
export performance of India over the last few decades. He has 
staled that ‘‘the quantum of world exports has increased by 
more than two-thirds in the course of the last two decades, but 
the combined volume of exports from Burma, Ceylon, India, 
and Pakistan is now actually lower by a tenth. Thus the vast 
expansion in world trade over the last three decades has simply 

•Economic Surveys give data for ihc financial year, i.e from April to 
March, which has been the basis for national income, whereas world 
exports refer to calender year. 
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by-passed the Indian sub-continent.”^® The stagnation in the 
overall volume of exports (the increase in the volume of tea 
being offset by the decline in others) has continued despite 
strenuous efforts at export promotion and a preparedness to 
export even if it meant restriction on, or the very limited increa- 
ses in domestic supplies, Patel has further commented. 

The main causes for this situation, according to Patel, have 
been related to direction of trade and commodity composition 
of exports. The stagnation of India's exports is “not due to 
the fact that India was dealing with trade partners whose im- 
ports were statioiary or declining. Indian exports have simply 
failed to share in an otherwise expanding market.'’^^ Broadly 
speaking, the changes in the direction of India’s foreign trade 
have remained minor over the last few decades. The industri- 
alized countries, which have been the main trade partners of 
India, have increased the volume of their exports^but have 
reduced the volume of their imports from this country. Pre- 
industrialized countries provided opportunities for Indian 
exports to grow in the early post-war years when exports from 
European countries had not fully recovered. But, it was only 
a short term phenomenon. Presently, this kind of Indian 
exports is only a little higher than in the late twenties. India’s 
trade with centrally planned economies though has recently been 
increasing, accounts for very little. 

Surendra I. Patel has indicated that in the volume of imports 
from all primary producing countries into Western Europe, the 
share of the United States and Canada has nearly trebled between 
1928 and 1956. The imports from India, Pakistan, Burma and 
Ceylon however have increased very slightly. “Since prices during 
this period have risen considerably, it is obvious that the volume 
of imports from these countries into the industrialized countries, 
India’s traditional trade partners, has fallen markedly. This 
has occurred due to a “fundamental shift that has taken place 

^“Surendra J. Patel, “Export Prospects and Economic Growth India,” 
The Economic Journal y London, September 1958, p. 491. 
p. 493. ^Ubid. 
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in the import demand of the industrial countries.” During the 
course of the nineteenth century and the first quarter of the 
twentieth century, the bulk of the imports — more than 90 per 
cent— of the industrial countries from the primary producers 
consisted of agricultural products. These commodities during 
recent years have been superseded by petroleum and mineral 
products. Among the agricultural exports themselves, the 
decline has been much sharper for raw materials than for food 
products. 

While analyzing the commodity composition of exports, 
Surendra J. Patel has explained that the structural shift in the 
import demand of the industrialized countries is illustrated by 
the performance of the commodities that predominate in India’s 
exports. Analyzing the factors influencing jute manufactures, tea, 
cotton textiles and groundnut oil, he has concluded that “in 
all cases domestic supply has increased and can be increased 
even more over a period of time if there ^\a:> an adequate 
demand. As far as exports of minerals and ores (mica, manga- 
nese and iron ores) are concerned, export demand rather ability 
to export is again the decisi^c factor.”^** Finally, Patel has 
concluded that 

reason for the stagnation in India’s export trade may 
be simply expressed. India has been trying to sell more 
of the wrong things to the wrong places. The efforts at 
export promotion can no doubt be increased, and high 
pressure salesmanship in export markets may increase 
somewhat the exports to some destinations The main 
fact, nonetheless, remains that offering more of the same 
things to the same people, who no longer w'ant more of 
them, lies at the basis of a remarkable poor performance 
in the export trade over the last three decades.^* 

New Competition and Exports in Slowly Expanding Items 
Sir Donald MacDougall has also analyzed the Indian 


p. 496. 


“/Wf/., p. 497. 
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exports in relation to India’s Balance of Payments and has stated 
that “India’s exports have been stagnant during the last ten 
years of at least in value, though there has been some upward 
trend in quantity.’’*® He has advanced two broad reasons for 
this underdevelopment. 

Firstly, in certain categories, primarily those which have 
been India's traditional exports, new competitors have been 
entering the market. In jute manufactures, for example, 
Pakistan has entered the world export market, and Thailand 
has entered that for lac. In tea, East Africa and Ceylon 
have been increasing their share of the UK market at India’s 
expense, India’s share in the world market for manganese ore 
has fallen; new competitors have been entering the field. In 
groundnut oil, where once she had a sub^tantial share, her 
exports have now virtually dried up. 

Secondly, India has failed to take up countervailingmieasures. 
She has failed to reorganize her economy in order to lake 
advantage of those sectors of the world trade which have been 
developing faster. Sir Donald MacDougall has stated that 
“the more important reason, however, why India's expoits 
have fared so much worse than world exports as a whole is 
that they depend rather heavily on items where world trade 
is expanding only slowly, if at all.’’*® India’s traditional exports 
consist nearly one-half in tea, cotton textiles, and jute but 
the world trade in these items is not likely to expand rapidly 
in future, “barring a striking increase in imports by the Soviet 
blocks.’’ Moreover, India’s share in lea and jute manufactures 
is already high and any attempt to expand markedly her 
“quite substantial share in cotton textiles would be likely to 
provoke restrictive measures abroad.’’ 

But, Sir Donald MacDougall hopes that India should be able 
to expand even outside the field of newer manufactures, as in 
the case of iron ore, coffee, fish, vegetable oils and, in the field 

*’Sir Donald MacDougall, ‘‘India’s Balance of Payments”, The Bul/e~ 
tin of the Institute of Statistics. Oxford, May 1961, p. 161. 



EXPORTS 


155 


of invisible exports such as tourism. “These are items where 
world trade should expand rapidly, or where India’s share is 
small and could be raised substantially. There is also a good 
number of other quite promising items.”^’ Nonetheless, 
according to Sir Donald, it is essential for India to make 
substantial contribution to newer manufactures. Taking 
account of all these considerations, he has concluded that 
“an almost revolutionary change will be required in the struc- 
ture of India’s export trade. When this has become more heavily 
weighted in favour of products where world trade is growing 
fast, a rapid expansion of her exports will become less 
difficult.”!* 

About the magnitude of the task involved. Sir Donald has 
finally slated, “I must confess that India’s export task looks 
extremely formidable but I do not think it need be a matter 
of despair.”!* 

Inverse Price-E,\port Relationship and 
Conflicting Go vernment Policies 

In a detailed analysis. Dr Benjamin 1. Cohen has emphasiz- 
ed that the India’s loss in expanding world markets has been 
caused by an increase in the price of Indian exports relative 
to her competitors’ prices \\hich has been accentuated due to 
the “policies adopted by the Indian Gv>vernment to achieve 
goals which had a higher priority than export oromotion.’’^** 
Concentrating on 16 commodities which accounted for 67 
per cent in 1957 and 76 per cent in 1950 and 1954 of the total 
volume of all Indian exports. Dr Cohen has concluded that 
the export of all these commodities in 1960 was higher than 
that of 1948, but India has maintained continuous increase 
in the share of total world exports only as far as exports of 
iron ores are concerned. Dr Cohen has stated: 

^Ubid. ^^Ibid, 

^^Ibid., pp. 161-2. 

■“Benjamin 1. Cohen, *Thc Stagnation of Indian Exports, 1951-61.” 
Quarterly Journal of Economics » Harvard University, Mass., Vol. 78, No. 
4, November 1964, pp. 605-6. 
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For some commodities— tea, cotton cloth, jute manufac- 
tures, peanut oil, leather and magancse ore — India’s share 
of total world exports has fallen over most of the decade. 
For other commodities — cotton yarn, peanuts, hides and 
skins, mica, black pepper, and raw tobacco — India’s 
share of world exports has fluctuated around a mean 
value which is below its post- 1948 peak. For the remain- 
ing commodities— cashew kernels, raw cotton and raw 
wool — India’s share of world exports has simply fluctuated 
around a mean value with little evidence of any trend 

These indicate that the Indian export promotion measures 
though have been bearing some fruits in augmenting her aggre- 
gate exports yet have been inadequate in maintaining her rela- 
tive share in world exports. On an examination of the market 
response to different prices. Dr Cohen has statistically confirm- 
ed a positive relationship between India’s relative export prices 
and her relative export quantities. According to Dr Cohen, 
empirical evidence suggests that variations in prices of the 
Indian exports relative lo those of her competitors do influence 
the quantities of her exports. This relationship, however, “does 
not preclude a shift in the demand curve for Indian exports 
which would affect domestic Indian prices, and a greater 
upward shift in the demand curve for Indian export 
earnings.’’^^ 

The relationship postulated, however, did not suggest an 
upward shift over time in the supply curve of Indian exports 
but according to Dr Cohen, some of the policies of the Indian 
Government have contributed to such an upward shift in the 
supply curve. While commenting upon the role of government 
in augmenting Indian exports of cotton textiles, Dr Cohen 
has stated: 

While developed countries frequently view export promotion 
as a means of increasing labour employment, export pro- 




p. 611 . 
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motion of Indian cotton cloth conflicted with providing 
employment opportunities in the mills and decentralized 
sector (handlooms and powerlooms); export promotion was 
also subordinated to stabilizing the domestic price of cotton 
cloth. To protect the worker^ in the decentralized sector, 
a ceiling has been placed on the mills’ production for the 
domestic market. Attempts to reduce mill production costs 
by installing automatic looms have been resisted by both 
textile labour unions and supporters of the handloom 
industry.*^'* 

Similar conflicting policy decision^ have even encouraged 
the emergence of Pakistani jute industry. Dr Benjamin 
1. Cohen has indicated that the revenue considerations of the 
Government of India which led it to maintain export duties 
on jute goods through mid-1955 presumably encouraged the 
development of Pakistan's jute industry. Furthermore, he 
expected that the Indian Governmenrs reluctance to subsidize 
jute goods in the long-run when the Pakistani capacity to 
produce jute goods expanded and winch seemed to expand 
faster than world demand, ‘‘India will continue to lose her 
export markets unless she matches --or threatens to match — 
Pakistan’s export subsidy.’*-^ 

Even with regard to manganese ore, the compromise form- 
ula evolved by the Indian Government between export promo- 
tion on the one hand and conserving ore deposits, subsiding 
small mines, acquiring revenue, and curtailing under invo- 
icing of exports on the other, has already induced foreign 
buyers to invest heavily in developing new mines in Africa 
and South America. These new mines have begun giving 
India increasingly severe competition in the United States and 
the United Kingdom. The trend, however, started with the 
apprehension that the Indian deposits, then estimated at 15-20 
million tons, have been fast depleting. This fear was, later on, 
found misleading because the new geological surveys in 1962 
indicated the reserves to be around 100 million tons. But, the 
p. 613. p. 615. 
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new mines have already been opened elsewhere and the Indian 
supremacy has been challenged. India’s share of the volume of 
world exports of manganese ore which fell from 33 per cent in 
1953 to 18 per cent in I960 would in near future may drastically 
go further down. There is also some evidence that the activities 
of the State Trading Corporation havt harmed Indian exports 
of manganese ore since its inception in mid- 1956.^® 

Absence of any Strong Political Group 

Another significant feature of the export sector of the Indian 
economy which Benjamin I. Cohen considers vital has been the 
absence of any strong political group, excepting the combination 
of new jute growers and poducers of jute goods. Absence of any 
such vested interest in export promotion has characterized 
absence of aggressive export promotion measure. Most of India’s 
traditional exports are produced mainly in only a smatf part of 
the country: Tea (north, east, and south India), jute goods (West 
Bengal), cotton textiles (Bombay), short-staple raw cotton 
(Punjab and Maharashtra), peanut oil (Gujarat and Maharash- 
tra), Leather (Madras) and manganese ore (east- west belt 
through central India). So it is politically difficult to ask for 
national sacrifices in order to aid the export of these commodi- 
ties.2« 

Conflicting Goals 

From such detailed discussions. Dr Benjamin I. Cohen has 
attempted to show that the objective of export promotion has 
conflicted with other economic goals. Such social objectives as 
maintaining shoit-term labour employment, encouraging small- 
scale producers, besides increasing flow of foreign aid, control 
of imports and augmenting government revenues, have affected 
production costs and domestic demand so as to raise the supply 
price for Indian exports. This has damaged the relative position 
of Indian exports in view of the fact that “India’s share of her 
export markets of her traditional exports was inversely related 


p. 616. 
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to the price of her exports relative to those of her competitors.” 

Complex Nature of the Problem 

Problems of export promotion are indeed very complicated. 
It would be erroneous to attribute any single cause for tlic 
development or otherwise of the entire gamut of export 
items. Different commodities at different times acquire diff- 
erent degrees of significance, and wherever those items are 
available, those places accordingly get into prominence* It is 
therefore appropriate that the steps for activizing the export 
sector should be harmonized with the demand for different com- 
modities arising during different peiiods in different countri<'s. 

Even the growth rate for different export items is not significant 
by itself; it is to be related to the general readiness of the 
exporting countries to adjust with the shifting conditions of the 
world trade reflecting changes in the industrializing process of 
the various countries. Before the discos cry of coal, countries 
with huge mineral deposits were of no consequences, whereas 
after the discovery of mineral oil if any country with mineral 
oil deposits failed to exploit them, the economy of that country 
could be considered stagnant. In fact, the reluctance to take 
advantage of the geographical conditions and technological 
improvements and to remove regiditics against optimization of 
the resources may ultimately be ruinous to the country. From 
this standpoint, it is necessary to examine the pattern of Indian 
exports to sec whether the anxiety to attain short-term 
exchange maximization objective has beclouded the long-term 
basic problems. 

High Concentration of a few Commodities 

Certain significant features of the Indian export pattern 
may be seen in Table 2. Sixteen commodities grouped in four 
categories have accounted for about four-fifths of the total ex- 
ports: in 1950-51, they accounted for 78.5 per cent and in 
1966-67, 80.7 per cent; the highest proportion was attained in 


*7Wrf. 
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Table 2 

SHARE OF DIFFERENT EXPORT GROUPS IN 
TOTAL EXPORTS 

(1950-51 to 1966-67) 


In percentage 


Total Agricui- 
Year exports tural pro- 

(US Million %) ducts 

Agro-based 

manufa>'tures 

Mineral 

products 

Machinery 

1950-51 

1,261.8 

24.6 

49.9 

3.1 

0.9 

1951-52 

1,539.0 

23.5 

51.2 

4.1 

1.0 

1952-53 

1.212.1 

28.2 

40.8 

6.0 

2.2 

1953-54 

1,114.5 

30.5 

43.1 

7.2 

1.8 

1954-55 

1,244.3 

35.7 

38.8 

4.0 

1.3 

1955-56 

1,252.7 

32.1 

37.2 

4.3 

1.5 

1956-57 

1,269.5 

35.2 

37.1 

5.6 

1.2 

1957-58 

1,178.8 

31.1 

31.9 

9.0 

1.4 

1958-59 

1,220.0 

36.8 

34.0 

5.7 

1.3 

1959-60 

1.344.5 

33.9 

36.3 

5.7 

1.6 

1960-61 

1,. 386.7 

31.8 

36.9 

6.2 

2.4 

1961-62 

1,427.6 

34.6 

36.3 

8.2 

2.0 

1962-63 

1.499.2 

35.7 

35.2 

7.5 

2.3 

1963-64 

1,687.4 

33.9 

34.3 

6.8 

3.8 

1964-65 

1,714.5 

34.8 

35.0 

lA 

3.9 

1965-66 

1,692.5 

31.9 

37.4 

8.0 

4.9 

1966-67 

1,557.9 

30.8 

37.5 

8.4 

4.0 


SouRCFS : Monthly Statistics oj Foreign Trade, Department of Com- 
mercial Intelligence and Statistics, Bombay. 

1953-54 (82.6 per cent) and the lowest in 1955-56 (75.1 per 
cent). This implies a very high degree of concentration 
suggesting that decline in the demand for even a few com- 
modities could seriously upset the balance. And indeed, it 
has happened so on various occasions. 

Statioiiariness of Relative Proportions 

Second main feature of the Indian exports has been 
almost stationariness of the proportion of (/) agricultural 
products including tea, oil cakes, cashew kernel, tobacco 
(unmanufactured), cotton (raw and waste), coffee and 
spices, and (//) agro-based manufactures consisting of jute 
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manufactures, cotton manufactures, leather goods, and coir 
products. The share of these items in the total exports even on 
the basis of three-yearly moving-averages shows that the pro- 
portion has been fluctuating around 70 per cent of the total: 
the period 1950-57, the proportion was a little higher, 
around 72.5 per cent and after 1962-63, it has been around 69 
per cent. From this one is likely to infer that the inter-commo- 
dity variation in exports during the last 18 years has been 
almost negligible. 

This impression is, however, misleading. For example, coffee, 
oil-cakes, and sugar did not enter the export trade in 1950-51 
in any substantial magnitude, but by 1958-59 these three 
commodities taken together accounted for Rs 22,7 crores 
as against merely Rs 1.7 crores in 1950-51, whereas cotton 
(raw and waste), cotton manufactures and spices have 
been losing ground till recently: the combined total of these 
items which amounted to Rs 181.8 crores in 1950-51 had 
declined to Rs. 96.6 crores in 1964-65 and in 1966-67 
also, they accounted for only Rs 122.2 crores. But, the 
variations in relative proportion of the different commodities 
included in the two groups have not altered the relative 
positions of these groups. 

The exports of agricultural products have shown signi- 
ficant growth: their value has increased from Rs 148.2 
crores in 1950-51 to Rs 337.2 crores in 1966-67 showing an 
increase of 127 per cent in 16-year period. As a proportion of 
total exports, this category increased its share from 24.6 
per cent in 1950-51 to 30.8 per cent in 1966-67. Exports 
of these commodities cannot therefore be considered as 
stagnant. The main reason for this improvement has been 
the favourable geographical conditions for the cultivation 
of these agricultural products. Excepting tobacco, almost all 
the articles included in this group have shown special 
preference for tropical climate with high temperature having 
heavy precipitation and fertile soil. None of these commo- 
dities can be satisfactorily cultivated in temperate climate. 
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The United States and the USSR have been exceptions. 

Tea requires precipitation between 60 " and 100* and tempe- 
rature between 85°F and 95°F during summer and never below 
bO'F. It is this unique combination of the right amount of 
rainfall and temperature in relation to humidity, specially on 
fertile hilly land that makes the production of good quality 
tea possible. Hot rainy summer and cool dry winter on a high 
elevation favour coffee cultivation. The rainy season with 
precipitation between 40* and 70" ana temperature between 
60" F and 80^ F and winter months with temperature between 
55 F and 05 F provide the best conditions for coffee provided 
the soil is red cl;i) loam specially derived from lava and ashes 
with high proportion of potash and phosphorus. In fact, every 
other product such as cashew kernel, cotton, oilseeds, and 
spices which form the bulk of Indian exports is a speci- 
aliiy of the countries having tropical and equatorial types 
of climate rich with fertile soil. 

Cotton requires abundant water supply, preferably canal 
irrigation and the soil of the dark clay type. Presently, 70 per 
cent of cotton cultivation has been limited to the United States 
(31 per cent), China Mainland (14 per cent), the USSR (14 per 
cent), India (9 per cent), and Pakistan (3 per cent). Cotton 
fibres produced in India are mostly of the short and medium 
staple suitable only for low grades of cloth and it has therefore 
no competition with better varieties grown elsewhere. Cashew 
kernel also glows in hot climate and so does oilseeds from 
which oil cakes are extracted. 

As far as tobacco is concerned, it is one of those items 
which are produced and consumed in nearly every country, but 
at the same lime, few commercial crops are more sensitive to 
changes in weather and differences in soil than the tobacco 
plant. The amount and character of precipitation, humidity, 
temperature and the quality of soil affect the thickness, elasti- 
city, tenure, colour, size, perfection and weight of leaf and the 
flavour of tobacco. The most appropriate climatic condition 
for tobacco cultivation is temperature between 65“F and SO'F, 
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rainfall between 40* and 50* and relatively high humidity; soil 
should be light kind of loam or black cotton type with 
potassium and iron alongwith phosphorus. Sandy loam of a 
light variety is the best kind of soil that tobacco chooses to 
grow on. Therefore, the type of tobacco exported from India is 
distinct from that grown in other parts of the world. 

These geographical and geological conditions for the cultiva- 
tion of agricultural products indicated above limit the area 
where they could be economically grown. Consequently, elasti- 
city of world supply of these items is very low; the growth in 
demand for these items influences the intensity of cultivation 
and extension of the same on marginal areas. Demand for most 
of the items such as coffee and cashew kernel is highly income 
clastic, whereas others have entered the pattern of consumption 
as inevitable articles of consumption. Total demand originating 
in advanced countries for these items has been so substantial 
that the expansion in their exports becomes a natural phenome- 
non. One need not find any other special reason for their 
growth, and a large proportion of gain obtained by India 
with regard to agricultural products should be attributed 
to this factor. 

As far as agro-based industries are concerned, they have 
been well established in India. In early days, they could 
obtain abundant supply of basic materials such as jute, cotton, 
hides and skins, and coir for processing them into higher 
goods. These also have been the items which are speci- 
ally suitable for cultivation in the tropical type of climate. 
During the last few years, competition from other adjoining 
countries having identical conditions has affected their produc- 
tion in India. In some cases, as in cotton textiles industry, 
the conflicting policy decisions of the Government of India, to 
which Dr Cohen has referred to, have been the main causes for 
the deterioration in Indian exports. It is the agro-based indus- 
tries which seriously face the challenge of competition from 
other developing countries, specially Pakistan. 

The third major group of exports from India consists of 
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mineral deposits, mainly, iron ores, manganese ores, and mica. 
Exports of these ores have increased from Rs 18.2 crores in 
1950-51 to Rs 92.0 crores in 1966-67. As a proportion of 
total Indian exports, the share of this group amounted to 3.1 
per cent in 1950-51 and 8.4 per cent in 1966-67. Fluctua- 
tions in the volume of annual exports of this group have been 
significant, mainly due to the irregular demand for manganese 
ores; in 1952-54, Rs 46.2 crores worth of manganese ores 
were exported as against Rs 23.7 crores during 1950-52 and 
Rs 23.6 crores in 1954-56. In 1957-58 Rs 29.7 crores worth of 
manganese ores were exported, whereas in 1956-57, they were 
only of the order of Rs 16.0 crores and in 1958-59, amounting 
to Rs 13.6 crores. Mineral deposits have been ordained by 
nature, and mining operations only indicate the exploitation of 
such natural gifts. Human ingeuinty cannot augment the supply 
of these deposits. 

Although several countries of the world have few important 
mining districts, the majoi areas have been mainly three; one of 
these is North American region extending from Alaska and 
Noith Central Canada to Southern Mexico; the second major 
mining area is in Euras>a, from Western United Kingnom and 
the Iberian Peninsula to East Central Siberia; and the third 
major mining area has been Southern Eastern Asia, including 
India, Mainland China, Japan, Malaya, and nearby islands. 
There are several other significant mining areas of the world, 
but these three chains give bountiful of mineral deposits, 
though certain special categories of deposits are available at 
certain other places too. India, Mainland China and Japan have 
coal, iron ores and a variety of other minerals. Malaya and 
Indonesia are outstanding in mining tin for export; India 
exports manganese; Indonesia exports petroleum. Special grade 
of mica is also a speciality of India. 

Demand for mineral deposits depends on several conditions 
depending on their end-use. The development of electricals 
and electronics industries has increased the demand for mica. 
Manganese has the quality of hardening the steel particularly for 
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the manufacture of hardware. Demand for iron ore is very great 
due to general industrialization programme in underdeveloped 
as well as in developed countries. Because of specially suitable 
position of India in this regard, her exports of iron ores have 
increased substantially. 

The impact of Indian economic development in augmenting 
the quantum of exports can be preceptible through the availa- 
bility increase of machinery for the export purpose. This 
group consists of engineering goods, metal manufactures, electri- 
cal and other machinery items, transport equipment and other 
engineering goods. These items accounted for only Rs 5.4 
crorcs of exports in 1950-51 which have gradually increased to 
Rs 44 crores in 1966-67 showing an eight-fold increase. As a 
proportion of total exports they have risen from 0.9 per cent in 
1950-51 to 4.9 percent in 1965-66, and they amounted to 4 
per cent in 1966-67. But, it may be seen, that these items form 
only a small proportion of the total Indian exports. 

From the above, it may be concluded that the expansion of 
Indian exports in categories other than machinery has been due 
to external and natural factors. Demand for mineral deposits 
as well as agricultural products has increased elsewhere due to 
rise in their national income which has changed the pattern of 
demand in favour of some of these goods as in the case of mica, 
manganese, ironore, cashew kernel, coffee, oil-cakes, and 
tabacco. Supply of such items can be possible only from a few 
other countries having identical geological and geographical 
conditions. The export potential of these countries with regard 
to the items exported from India has been restricted. But this 
situation may not continue for good, specially with the begin- 
ning of the development programmes in competing countries. 
Pakistan enjoying almost identical conditions has begun 
challenging Indian supremacy in several items. Development of 
new mines in some other areas has been threatening the mono- 
polistic position of India with regard to mineral exports. 

Changing Directions of Indian Exports 

Changing direction of Indian exports would show that the 
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latest trend has not been very favourable. In 1950-51, Indian 
exports to other developing countries such as Pakistan, 
Burma, Ceylon, Kenya, Argentina, UAR, and Iran accounted 
for 16.5 per cent of her total exports which declined to 5.8 
per cent in 1966-67. One is, therefore, likely to infer that 
India’s traditional relationship with some of the important 
developing countries has been weakening. This decline has 
been attributed to political as well as economic causes. 
Because of their foreign exchange difficulties, many of them 
have restricted their imports; Ceylonization and Africanization 
of business houses have further disrupted the well-established 
Indian trading channels. Hostility with Pakistan has almost 
eliminated Indian exports to that country which in 1950-51 
was very substantial accounting for 5 per cent of the total 
Indian exports. The industrialization programmes of other 
developing countiies are not likely to provide, expanding 
market opportunity to the Indian goods. This is due to 
the fact that the developing countries in Asia and Africa 
having almost identical geographical and geological condi- 
tions produce competitive rather than complementary economic 
conditions. 

It is noteworthy that the Indian exports to already industria- 
lized countries have also shown a downward trend. The United 
States (19.2), the United Kingdom (23.3), Australia (5.1), Italy 
(2.5), Canada (2.3), West Germany (1.8), the Netherlands (1.6), 
Belgium (1.6), France (0.5.), and New Zealand (0.6) accounted 
for 58.5 per cent of the Indian exports in 1950-51 but by 1966- 
67, their share declined to 49.3 per cent. Exports to Japan have 
increased from 1.7 percent in 1950-51 to 9.2 per cent in 1966-67 
but it has been so due to special circumstances relating to iron 
ore exports which have expanded substantially during the 
recent years. In this context it may be relevant to indicate that 
a decline of 9.2 per cent of exports to such advanced countries 
with great market possibilities has been counterbalanced over 
the period by an increase exports to the USSR. Indian exports 
to centrally directed socialist countries of Europe have expanded 
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from Rs 8.8 crores in 1951-52 to Rs 21 1.0 cror^s in 1966-67, of 
which exports to the USSR accounted for Rs 6.9 crores in 
1951-52 and Rs 116.3 crores in 1966-67. This shift, apparently 
heartening, conceals difficult conditions. Expansion of this 
magnitude in Indian exports has been made possible at the cost 
of Indian exports to other developed West European countries 
where the market is free and expanding and which provides free 
foreign exchange vitally necessary for the Indian imports. On 
the other hand, the Rupee Payment Agreements do not provide 
free foreign exchange whilst drawing out valuable Indian 
articles, which are not necessarily exportable surpluses. 
Moreover, the possibility of market expansion in such countries 
apart from being rigidly inelastic, depends primarily on 
political decisions of their governments. Considering these 
factors, the exports to these countries may not be considered 
viable. 

Counirywise Com entration of Exports 
Thirdly, Indian exports as it would be seen fiom Tabic .3 
arc highly concentrated in only a few countries. Eight 
countries, namely, the USA, the UK, the USSR, Japan, 
UAR, Canada, West Germany, and Australia accounted for 
54.6 per cent of Indian exports in 1950-51 which even in 1966-67 
remained at 55.4 per cent. Such concentrations conceal possi- 
bility of political pressurizat’on. Moreover, aggressive export 
strategy adopted by other competing countries might eliminate 
India from these countries. In fact, that is what is happening 
presently. This would become clearer when the trend and pro- 
spects of different commodities are examined. At the moment, 
however, it may be concluded that the developmental activities 
of India have not enabled her to open out substantial new 
markets for her exports. 

Main Trends in Commodity Export 
Now, we shall examine the main trends in some impor- 
tant export items. Six items, namely, jute manufactures, tea, 
cotton textiles, leather goods, iron ores, and cashew kernels 
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Table 3 

CHANGING DIRECTION OF INDIAN EXPORTS 

(Percentages) 


Countries 

1966-67 

1960-61 

1955-56 

1950-51 

United States 

18.8 

16.0 

14.6 

19.2 

United Kingdom 

17.3 

26.9 

27.8 

23.3 

USSR 

10.7 

4.5 


0.2 

Japan 

9.2 

5.5 

5.1 

1.7 

UAR 

2.3 

2.1 

1.6 

1.0 

Canada 

2.7 

2.7 

2.3 

2.3 

West Germany 

2.2 

3.1 

2.5 

1.8 

Australia 

2.2 

3.5 

4.2 

5.1 

Total 

55.4 

64.3 

58.6 

54.6 

Others 

44.6 

35.7 

41.4 

45.4 

account for three-fifths of the 

total Indian 

exports. 

A study 

of the special circumstances 

relating to 

these items would 

show how difficult 

is the 

problem of 

expanding 

Indian 


exports. 

Jute Manufactures 

Jute manufactures accounted for 18.9 per cent of total 
Indian exports in 1950-51, 19.8 per cent in 1955-56, 20.5 per 
cent in 1960-61,22.7 percent in 1965-66, and 21.5 per cent 
in 1966-67. In 1951-52, 795,000 tons of jute manufactures 
were exported from India which increased to 860,000 tons in 
1955-56, declined to 764,000 tons in 1960-61 after which 
they have been gradually increasing till 1963-64 when they 
amounted to 918,000 tons. During 1964-65, only 907,000 
tons of jute goods could be exported; in 1965-66 the 
amount declined to 831,000 tons. Indian exports of sacking to 
Africa declined from 81,400 tonnes in 1964-65 to 55,400 tonnes 
in 1965-66 and 49,800 tonnes during 1966-67. The off-take of 
sacking even by the United Kingdom, the Far East and Argentina 
has not been satisfactory. Evidently, India will have to seriously 
consider her jute trade in order to maintain her relative position 
as well as absolute quantum in world trade of the item. 
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Indian share in the world trade in jute goods has gone down 
from 83 per cent in 1957 to 58.5 per cent in 1966, 

The market for jute goods, if not shrinking, has not been 
expanding either. The increasing tempo of industrializ- 
ation and the expanding volume of world trade should have 
ordinarily led to increased demand for jute manufactures. 
This trend, however, has slowed down due to increasing 
efficiency in mechanical bulk handling and emergence of jute 
substitutes. During recent years many kinds of jute sub- 
stitutes such as polypropylene yarns, cloth and bags have been 
cutting into jute market. But, new uses of jute have also 
been opening up. The development of a new light weight 
woolpack developed by the Indian jute industry might effecti- 
vely face the challenge posed by the polypropylene Japanese 
pack. The use of jute netting for the protection of soil erosion 
and evolution of a bag suitable for packing sugar, fertilizer, 
cement as well as talcum powder might be helpful. Jute is 
making inroads even into the fashion trade: various uses to which 
jute can be put to as in the case of hats, dresses, shower-proof 
coats, shoes, handbags, lipster belts and rope, solid slippers and 
such other items indicate the possible avenues for new undertak- 
ings which might add to the traditional demand for jute. Jute is 
now considered as a decorative fabric; carpet backing has 
already established market. As a result of such upward shift in 
demand for jute goods, there is no danger, in spite of the 
emergence of substitutes and synthetics for the shrinkage of 
jute market. 

Though countries like Japan, Belgium, and West Germany 
have been making rapid strides in establishing jute industries 
of their own, danger to the Indian exports of jute manu- 
factures comes from two sources, namely, aggressive com- 
petition from Pakistan, and disturbing domestic milieu for 
jute industry. Partition of the Indian subcontinent for the 
creation of Pakistan has seriously jeopardized the develop- 
ment of jute industry. Eastern States of West Bengal, Assam, 
Bihar, Orissa, and Tripura together with East Pakistan cons- 
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tituted the main jute growing region of the world. They 
account for over 75 per cent of the total world output. Be- 
fore Partition, jute was grown mostly in the areas now 
included in East Pakistan whereas the manufacturing enter- 
prises were located in India. This dislocation made 
it necessary for India to import a large bulk of raw jute 
from Pakistan, which itself has now begun establishing jute mills, 
thus threatening the well established jute industry in India. 
Most challenging threat to Indian jute industry thus comes 
from Pakistan. 

Furthermore, Pakistan enjoy-, certain price advantage. Apart 
from the fact that the new establishments yield much favour- 
able capital returns, even otherwise, she is able to under- 
quote India. The Indian Jute Mills Association has estimated 
that Pakistan’s price advantage has been of the order of 
Rs 950 per tonne for hessian and Rs 600 per^ tonne for 
sacking. The main reasons for this position have been the 
abundant supply of jute at a cheaper price and the existence 
of Export Voucher Scheme.^ As a result of such 
price differentials and trading advantages, Pakistan has 
virtually captured India’s overseas sacking markets; while 
Pakistan’s share in the total exports of sacking from Ind'a 
and Pakistan taken together was only 28 per cent in 1960 but 
it increased to 58 per cent in 1966. 

Pakistan’s competition has not been confined only to 
sacking; its impact has been increasingly felt in other spheres 
as well. In the carpet backing trade, Pakistan has increased 
her shipment from just over 200 tonnes in 1 963 to about 
16,900 tonnes in 1965. The American burplap market is 
India’s largest single export market for jute goods but 
Pakistan has entered there both in hessian and in carpet 
backing. In one year, India lost 5. 1 per cent of the total 
market comprising 7.4 per cent in hessian and 1.2 percent 
in carpet backing whilst Pakistan has gained 5.9 per cent of 

**Report of Indian Jute Manujacturers Association for the Year ending 
1966, 1. J. M. A., Calcutta, p. XV. 
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that market consisting of 6.1 per cent in hessian and 5.7 
per cent in carpet backing. In absolute term, the loss to 
India amounted to 18,000 tonnes valued at $ 9.6 million or 
Rs 72 crores.** 

As a result of aggressive export policy adopted by Pakistan 
her share in jute exports has been increasing, specially at 
the cost of India. Pakistan’s share in the world jute trade 
has increased from 6.8 per cent m 1957 to 33.5 per cent in 
1966, whereas India’s share in the total world off-take has 
during the same period decreased by 18.7 per cent. Pakistan’s 
export of jute goods increased from 316,000 Ions in 1965-66 
to 350,000 tons in 1966-67, whereas Indian exports of jute 
goods as indicated above, declined from 918,000 tons in 

1963- 64 to 831,000 tons in 1965-66. Indian exports of 
hessian to the United States increased two and half times 
during the decade 1955-66 whereas that of Pakistan during the 
same period increased seven-fold. 

Domestic economic situation of India has not helped the jute 
industry get out of woods. Exportable surplus of jute 
goods has not been increasing at a sufficiently faster 
rate. Jute manufactures depend upon the availability 
of raw jute which depends upon the \ agarics of nature. 
Imports of raw jute even from Pakistan, besides due to several 
non-cconomic reasons, cannot be depended upon because 
both the countries lie in the same geographical region : 
shortages in one are likely to be accompanied by similar 
conditions in the other. Nonetheless, due to developmental 
programmes of jute cultivation in India, she has been able 
to increase her own production of jute goods from 945,000 
tons in 1951-52 to 1,207,000 tons in 1965-66, but her internal 
consumption in the mill sector itself has increased from 
147,000 tons in 1951-52 to 190,000 tons in 1955-56, 274,000 
tons in 1960-61, 314,000 tons in 1962-63, 380,000 tons in 

1964- 65 and 409,000 tons in 1965-66. 

Exports of jute manufactures from India have therefore 

”Ibid., p. XVI. 
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amounted to only 795,000 tons in 1951-52, 860,000 tons in 
1955-56, 764,000 tons in 1960-61, 918,000 tons in 1963-64, 
907,000 tons in 1964-65, and 831,000 tons in 1965-66. Apart 
from the increasing level of domestic consumption, the levy of 
export duties has been another serious impediment to the 
expansion of jute goods trade. Over and above this, the 
disputes over bonus, gheraoes, and many unlawful activities 
among the jute workers have also been harmful. During the 
decade 1957-67, there has been a sharp increase in the number 
of strikes, lock-outs and consequential loss in man-hour. 
Some of these disturbances did not have anything to do with 
industrial disputes. For example, it has been estimated that 91 
per cent of the stoppings involving 538,857 workers and a loss 
of 4,497,694 man-hours had nothing to do with industrial 
disputes; they were caused by such political factors as 
hartals, bandhs, etc. 

Obviously, the challenge to the Indian jute industry has 
not been feeble. It can recover only under deep-acting 
stimulus. The international trading situation specially after 
the cut under the Kennedy Round of 23 per cent — 15 per 
cent import duties on sacking 23-20 per cent on heavier hessian, 
and 23 per cent to 20 per cent on carpet backing— on import 
duties on jute manufactures followed by similar reductions 
in the United States, Japan, Norway, Sweden, and Demark 
should enable the Indian jute exports to pick up, but this 
gain would be available even to the competitors of India. 
This would reduce the prospect of Indian jute exports. 

Tea 

Tea is an important foreign exchange earner for India: it 
accounted for 13.3 per cent of her total exports in 1950-51, 18.3 
per cent in 1955-56, and 14.3 per cent in 1966-67. Production 
of tea has been increasing significantly. India produced 613.35 
million lbs of tea in 1950 which increased to 678.37 million lbs 
in 1955, and 707.85 million lbs in 1964. Area under tea planta- 
tion has increased from 783,000 acres in 1950 to 792,000 acres 
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in 1955, 818,000 acres in 1960 and 844,000 acres in 1964. 
Despite this, the share of Indian tea in world exports has been 
declining: in 1948. Indian tea accounted for 50.5 per cent of 
world exports which declined to 37.9 per cent in 1955 and in 
1964 it accounted for only 33.2 per cent. 

Demand for lea docs not grow very fast; it has been esti- 
mated to grow at a rale of less than 3 per cent per year. The 
rate of growth in tea consumption during the post-war years, 
however, has been substantial in tea producing countries: the 
per capita consumption of tea during the First Plan period in 
India itself increased from 0.45 lbs in 1950 to 0.58 lbs in 1955. 
But no significant increase in per capita olT-take has been 
noticeable in traditionally important tea importing countries 
like the United Kingdom, the Netherlands, Ireland, the United 
States, and Canada. In the United Kingdom, however, with the 
highest per capita consumption of lea, the increase in consump- 
tion has been only around 2 per cent per annum. World demand 
for tea consumption has thus been less clastic. 

On the other hand, the supply position of tea has been very 
easy. This has been so due to extension of the area of tea planta- 
tion in different regions of the world as well as due to increased 
production from the existing plantations themselves. The leading 
tea producing countries till the Second World War had been the 
South and the South-East Asian countries such as China, India, 
Ceylon, Indonesia, Formosa, which taken together produced 
about 98 per cent of total tea production till 1952. Since then, 
there has been extension of tea plantation in African countries 
and now Malawi, Kenya, Uganda, Tanganyika, and several 
other countries have entered the tea market. As a result of 
such extension programmes, the share of these countries in the 
world exports has been increasing: the share of Ceylon increased 
from 30.2 per cent in 1951 to 35.4 per cent in 1961 and 36.2 
per cent in 1966; East Africa which includes Kenya, Uganda, 
Tanzania, Malawi and Southern Rhodesia increased its share 
from 3.0 per cent in 1951 to 5.9 per cent in 1961 and 9.8 per 
cent in 1966. Other African countries which accounted for only 
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2 per cent of world tea production prior to 1950-52 has in- 
creased their share to 8 per cent during 1959-61. 

India has not, however, been able to maintain similar rates of 
growth in its exports. There have been several reasons for the 
same. Firstly, the quality of Indian tea has been deteriorating. 
Tea production is partly controlled by varying the period of 
plucking: the quality of leaves plucked determined to a great 
extent, the quality of tea produced. Resorting to coarser pluck- 
ing is only one of the factors for its deterioration. Neglect of tea 
gardens, absence of scientific plantation, lack of adequate inputs 
like fertilizers, and the non-availability of experienced labour 
for plucking have adverse effect on tea production. Moreover, 
many of the Indian tea gardens are old: mare than 52.1 per cent 
of the bushes have been estimated to be between 26 to 60 years 
of age, and 21.4 per cent have been more than 60 years of age. 
But, tea plants need replen'shmenis; on an average? after an 
interval of 40 years this operation should be carried out. In 
order to obtain good flavour tea, replantation of good quality 
tea with proper and adequate manuring is essential. This, 
however, has not been adhered to in India. 

Secondly, the Indian prices have been non-competitive. Till 
1960, Ceylon tea was the costliest and the Indian tea price was 
next to Ceylon tea. For example, in 1951, the north India tea 
was selling at 3s. 7.9d per lb in London market whereas the 
Ceylon tea was priced 3s. lO.OSd per lb. The African tea was 
costing at that time only 3s. 3.04d per lb and the Pakistan tea 
3s. 5.09d. In 1955, prices of all tea had risen. At that time, the 
Ceylon tea was costing 5s. 4.33d per lb, north India tea 5s. 
3.59d per lb, Pakistan tea 4s. 7.49d whereas the Indonesian tea 
cost 3s. 10.3d and the African tea 3s 8.82d per lb. In 1960, 
prices of north India tea and Ceylon tea were almost at par: 
north India tea was sold at 4s. 11. 19d per lb and Ceylon tea 
at 4s 11.89d whereas Indonesian tea was sold at 3s. 5.49d per lb 
and Africa tea at 3s 6.53d. In 1965, north India tea was the 
costliest, selling at 4s 4.30d per lb and Ceylon tea, its nearest 
rival was sold at 4s 3.15d, i.e 1.1 5d per ]b less than the Indian 
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tea. Africa tea was sold at 3s. 8.34d per lb and Pakistan tea at 
3s. 3.34d. Evidently, the price differential has been significantly 
adverse for the Indian tea. 

Thirdly, the consumer preference has also turned against 
India. This changeover is not so much due to change in taste 
as much due to other considerations. The erstwhile tea plan- 
tations in India were mostly owned and managed by British 
planters. It was a kind of “foreign enclave.” During the 
post-war period, specially during and after the Independence 
movement, the foreign investment has been transferred to Easi 
African countries having similar climatic and geological 
conditions and the management of Indian plantation has 
shifted to Indian businessmen. This trend has affected the 
closer liaison between the British and the Indian interests. In 
many tea producing areas of India, cooperative societies for tea 
processing have now been organized. As the quality of tea pro- 
duction depends very much on personal supervision, thccoopera- 
tivlzation, in many cases, has not been very helpful in this regard. 
The British tea market, which has been the most important tea 
market in the world, has, therefore, become lukewarm to Indian 
tea. This is reflected in significant increases in importation of 
Ceylon and African tea. Over the ten-year period 1948-58, the 
British tea imports from India increased by 20 per cent, 
while those from East Africa increased by as much as 300 
per cent; Ceylon has, however, maintained a more or less stable 
position. During 1959-65, Indian exports to the United King- 
dom have actually declined in quantity: in 1959, 284,386 thou- 
sand lbs were imported from India whieh amounted to only 
252,486 thousand lbs in 1965, whereas Ceylon tea increased 
from 137,361 thousand lbs to 175,942 thousand lbs; Kenya tea in- 
creased from 8,959 thousand lbs in 1955 to 13,994 thousand lbs 
in 1960 and 25,990 thousand lbs in 1965; Uganda increased 
its exports from 3,580 thousand lbs in 1960 to 4,793 
thousand lbs in 1965 and Tanganyika from 2,072 thousand 
lbs in 1955 to 6,112 thousand lbs in 1960 and 7,806 
thousand lbs in 1965. This shows that the demand has 
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been gradually shifting away from the Indian tea. 

Fourthly, tea industry in India has been facing many internal 
difficulties. The burden of welfare legislations and fiscal 
measures has been heavy. This is so, specially when com- 
pared with other tea producing countries. The Plantation 
Labour Act, 1951, requires that the industry must provide 
several facilities for the workers. Construction and mainten- 
ance of hospitals and houses for the workers put additional 
burden. Moreover, the middlemen in this trade appropriate 
a significant portion of the unit value paid by the consumers; 
the industry is thus precluded from sharing adequately the 
gams of the trade, and the consumers have to pay higher price 
for recovering the cost of the entrepreneur. It has also been 
argued that the Indian withdrawal from the International Tea 
Market Expansion Board m 1952 has been unhelpful because 
the competitors who are still members of the Board have been 
able to secure for themselves larger share in the world trade as 
a result of the aggressive marketing policy of the Board. How 
far the Indian Tea Board would be able to counteract these 
shortcomings is still to be seen. 

Lastly, the latest devaluation of pound sterling (m Septem- 
ber 1967) accompanied by devaluation of the Ceylonese 
currency by 20 per cent has further intensified the Indian 
difficulty. Because every pound now fetched three rupees less, 
it has been estimated that the Indian tea exporters would lose 
in a year about Rs 25-30 crores. Moreover, the Ceylonese 
simultaneous devaluation would further assist the Ceylon tea 
to pick up. This may be to the detriment of the Indian tea. 
Evidently, therefore, the Indian tea industry has an uphill task 
in order to expand its export trade. 

Cotton Manufactures 

The cotton manufacturing has been a well established tradi- 
tional industry in India accounting for a substantial share in 
her export trade. But, during recent years, as Dr Benjamin I. 
Cohen has rightly indicated, India has failed to maintain her 



EXPORTS 


177 


relative position even with regard to this item (including cotton 
textiles, ready, made garments as well as cotton yarns and 
thread). This item has fluctuated around 8 per cent of the 
total Indian exports though in 1955-56, it accounted for iO.5 
per cent of the total exports and 9.4 per cent in 1960-61. In 
volume, 628 million sq. metres of cotton fabrics were exported 
in 1960-61 which declined to 553 million square meters in 
1965-66 and 438 million square meters in 1966-67. Some of the 
conflicting government policies which have seriously hampered 
the growth of this sector have already been indicated earlier. 
But, the maladv is still deeper. A closer examination of the 
situation would reseal that changes in the distribution of cotton 
textile industries in different countries have seriously affected 
the rclatuc Indian position. Unless drastic steps arc taken, 
the condition may be bv>ond redemptjon and probably, in view 
of non-economx invoKements of the problem, it would rele- 
gate cotton textile industiy m near future to the background 
catering only for th^ sheltered domestic consumption market. 

Once upon a time, the United Kingdom and the United States 
had been tremendously important producers of cotton textiles. 
As late as in 1914, the cotton spinning and weaving mills in the 
United Kingdom gave employment to 624,000 persons and 
countributed about one-fourth of the value of her total exports: 
the United Kingdom exported about four-fifths of its cotton 
piece-goods and led world trade in textiles w'ith nearly 60 per 
cent by value of the \\orld's export of cotton piccegoods. No 
other country was a scnous competitor to it. But the position 
of the country since then has changed. Presently, the British 
cotton mills employ only 1 80,000 persons and the mill con- 
sumption of raw' cotton m the country in 1963 was less than 40 
per cent of the 1939 level. The show's how rapidly the relative 
position of a country in this regard can decline. 

It is significant to note that the textile manufacturing units 
in the world arc widely diffused: practically every country 
participates in the fabrication of one or more kinds of cloth- 
ing. Even cotton is growp in more than 70 countries, mostly 
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for domestic consumption, and only about one-third of it is 
exported. During the period following the First World War, the 
world output of cotton has expanded two and a half times. In 
spite of this dilfusion, four countries, namely, the United 
States, Mainland China, the USSR, and India accounted for 
nearly 70 per cent of the world cotton production. But the 
Soviet Union does not hold the textile industry in high priority 
and therefore despite the fact that her consumption of raw 
cotton has increased 2-1/5 times over the 1939 level, she grows 
more cotton than she consumes. 

It is presently the Asian countries where cotton manufactur- 
ing is concentrated in any significant degree. Mainland China, 
India, Japan, and Pakistan are the large manufacturers of 
cotton, together they fabricate more cotton than the combined 
mill consumption of America, Africa, and Australia. But this veiy 
concentration has led to the process of decline of Inckan exports 
in cotton manufactures. Pakistan and Mainland China due to 
their geographical advantages, and Hong Kong and Japan due 
to their technological superiority have given formidable compe- 
tition to Indian exports m this item. Besides, three other factors 
have also created difficulties for India. These factors have been 
the recent trend in industrialization in several underdeveloped 
countries, the emergence of synthetic and man-made fibres, and 
the prohibitive import barriers erected by the more developed 
countries against textiles from developing regions. 

Pakistan provides an outstanding example of post-war 
development in cotton manufacturing. The first cotton textile 
mill in Pakistan was set up after Partition. The volume of raw 
cotton processed in Pakistan has increased from 22,000 tons in 
1950 to 230,000 tons in 1960. During the first quinquennium, 
the main objective had been to meet the domestic requirements, 
but from 1955, Pakistan has entered the export trade and 
has begun threatening the Indian position. Since 1959, she has 
become one of the world’s leading exporters of cotton yarn. 
Moreover, Pakistan has built up significant capital stock 
and has acquired skill to such an extent that the cotton proces- 



EXPORTS 


179 


sing in Pakistan has added about 130 per cent to the value 
of raw cotton, domestic factors of production alone being 
responsible for about 85 per cent. Thus for every dollar’s worth 
of cotton exported in the form of textiles rather than as fibres, 
Pakistan earns an additional 85 per cent of foreign currency.*® 
With increased domestic availability of raw cotton, establish- 
ment of new mills with uptodate machinery and with disciplined 
workers accompanied by Export Bonus Scheme, Pakistan has 
been successful in expanding her exports at the cost of India. 

Similarly, Hong Kong has entered in a big way the export 
market in cotton manufactures. The growth of Hong Kong cotton 
textile industry has however been based on imported raw 
cotton. Most of the cotton mills in Hong Kong have been set 
up between 1948 and 1956 chiefly due to the diversion of 
investment resources by the Chinese (Mainland) entrepreneurs 
due to political reasons. As a result of this trend, several new 
units were set up raising the mill consumption of raw cotton 
from 21,000 to 70,000 tons, and exports of cotton manufactures 
from about 50,000 to over 105,000 tons between 1950 and 
1960.*^ These new spinning mills have been “as uptodate and 
as efficient as can be found anywheie in the world and housed 
in modern factory buildings,” specially in contradistinction 
with the Indian mills with outmoded ancient machinery. The 
Hong Kong industry has latest types of automatic looms and 
modern units for piessure dyeing of yarns in packages. 

Garment making and knitting mills which existed as parts of 
cotton industry before the wars have now been modernized. 
Presently, Hong Kong’s high speed sewing machines have 
been producing shirts, pyjamas, women's blouses, brassiers, 
and other articles. The knitting units have also been producing 
shirts and underwears, socks, towels and even gloves. The 

“•"Trade in Agricultural Commodities in the U.N. Development 
Decade,” FAQ Commodity Review, 1964, Special Supplement, Vol. I, 
Parts 1, II, and III, F.A.O., Rome, pp. 111-23. 

**E. Szvrepanik, The Economic Growth of Hong Kong, Oxford Univer- 
sity Press, London, p. 107. • 
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cost of production in Hong Kong compares favourably 
with that in developed countries and as such, Hong Kong 
has extended its market even in America and Europe 
besides capturing most ot the Asian ones. In 1959-61, the 
largest How of textiles from developing to developed countries 
originated in Hong Kong. Ts tissues have found especially 
good maikels in the United Kingdom where they profited 
from Commonwealth Picfcrenccs, using demand and the 
piiLial obiolescenee and high overhead of Lancashire textile 
industry Hong Kong gaiment makers concentrated on ex- 
ports to the United States the price and quality of the 
garments were such that the Amciican importers oideied them 
in large quantities How lai India has been alTccled by Ihc 
establishment ot cotton nulls in dcsclopmg countries can be 
assessed from fable 4 showing trade ot developing countries 
in cotton manulactuics dining 1953-55 and 1959-6r 

The table shows that the exports of de\ eloping coun- 
tijcs have been inci casing rapidly In 1953-55 only 165,300 
tonnes ot cotton goods accounting for $ 245.5 million wcie 
exported Jiom the developing countries which in 1959-61 
amounted to 266,800 tonnes accounting for S>370 2 million 
It IS signilicant to note that the exports from one de- 
\elopmg country to another such country during the same 
period mcicased fiom 132 4 tonnes accounting loi S194 0 
million to 141,000 tonnes accounting tor only $ 193.1 mdlion 
whereas the expansion ot exports to dexclopcd countries 
had been susbstant al rising from 30,300 tonnes values at 
S 48 2 million in 1953-55 to 119,200 tonnes valued at 
S 166 8 million in 1959-61. This rate of increase has been 
shared with them by Pakistan, UAR, Hong Kong as 
well as by other developing countries but India has failed 
to keep pace In fact, India’s exports to the world as a 
whole, as well as to other developing countries have declined 
markedly. 

This change in the relative position, of Indian cotton textile 
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industry has been due to the setting up of a large number of 
spindles and looms in developing countries and thereby 
augmenting their production possibility. The number of 
Indian spindles increased only from 10,534,000 in 1951 to 

13.985.000 in 1961 and that of looms over the same period 
increased from 198,473 to 206,525 but the expansion in 
other 19 countries such as Burma, China (Taiwan), Hong 
Kong, Indonesia, Iran, Iraq, Israel, Lebanon, Pakistan, 
Philippines, South Korea, South Vietnam, Syria, Thailand, 
Congo, Ethiopia, Nigeria, Cuba, and El Salvador has been 
spectacular: the number of their spindles increased from 

1.214.000 to 6,052,000 and looms from 28,411 to 143,567. 

As a result of such expansion programme in the cotton 
processing capacity of the developing countries during 
the post-war period, the total volume of cotton manufac- 
tures shipped from developing to developed ani centrally 
planned regions increased by some 5 per cent per year 
gathering momentum in the late fifties. In 1953-55, the 
only exporters of note were India and Hong Kong, but 
by 1959-61, Pakistan and UAR emerged as major exporters, 
while China (Taiwan), Mexico, Israel, and South Korea 
laid foundations of viable export industries. The most 
striking feature of this development, which vitally cut into 
the Indian export market, has been the shift from intra- 
trade to markets in developed countries. Between 1953-55 and 
1959-61 exports to developing countries rose by barely 6 
per cent while exports to developed and centrally planned 
regions quadrupled. India’s postion has to be compromised 
because of the self-sufficiency policy adopted by many deve- 
loping countries and competition from the Chinese and Pakis- 
tani products. Indian textiles, like those from Hong Kong, 
found expanding outlet in the British market but this was in- 
sufficient to offset the loss experienced in developing countries. 
During this period, Pakistan became a major supplier of 
cotton yarn to weaving and knitting mills in several countries 
of Asia and the Far East and it also captured a large share 
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of the United Kingdom market for tissues. The UAR has 
substantially increased its shipment of yarns to the Federal 
Republic of Germany and the Scandinavian countries as well to 
the German Democratic Republic and Czechoslovakia, while 
finding an expanding market for its tissues in the United 
States. In fact, India has been hoping to expand her exports 
to these countries which under the changed conditions has 
become difficult. Exports from China (Taiwan) v^hich did not 
begin until the late fifties have been directed chiefly to other 
developing countries in Asia and the Middle East, but there 
have been emerging promising markets for its tissues and 
made-up articles even in the United Kingdom, Mcs.co, and 
Israel. South Korea supplied mainly to her neighbouring 
regions. These developing countries have been making in-roads 
even in the markets of the United States, the Ifnitcd Kingdom, 
and other European countries. 

As a result of this trend of indiistnalization in the 
developing countries, it is noticeable that the Indian exports 
to many of her traditional markets have been declining. 
For example, exports of cotton piece-goods to Kenya declined 
from Rs 2.4 crorcs in 1960-61 to Rs 1.9 crores in 1966-67, 
to Sudan from Rs 4-25 crorcs in 1960-61 to Rs 3.3 crores m 
1966-67; during the same period Indian exports to Afghanistan 
declined from Rs 2.16 crorcs to Rs 1.1 crores, to Burma 
from Rs 1.47 crores to negligible amount, to Ceylon f'‘om 
Rs 3.04 crores to Rs 2.3 crores, to Australia from Rs 4.45 
crorcs to Rs 2.28 crores, to Aden from Rs 2.25 crorcs to 
Rs 1.68 crores, and to the Netherlands from Rs 0.6 crores to 
Rs 0.09 crores. 

This declining trend has been further accentuated by the 
development of synthetic fibres and the imposition of 
tariff barriers and quotas in several developed countries. 
Presently, one-third of world production of rayon and acetate 
filament, two-fifths of the rayon and acetate staple, and 
a third of non-cellulosic fibres arc concentrated in Europe, 
where the United Kingdom, Italy, West Germany, France, 



184 


CURRENT ECONOMIC PROBLEMS 


and the Netherlands are the large producers. This 
innovation has not only seriously affected the cotton 
piece-goods trade but has also influenced the woollen trade. 
The technological requirements of these industries and their 
spread in Japan, India, Mainland China, and Turkey, besides 
in the United States, and the USSR have already 
started a new trend against any further expansion and 
growth of traditional Indian cotton textile industry. Evide- 
ntly, India has a losing battle to fight for encouraging 
her exports of cotton manufactures unless she decides to 
make revolutionary amends to her textile development 
policy. 

Leather Exports 

Indian leather exports consist of (/) raw hides and skins, 
(//) footwear, and (///) other leather manufactures which 
include such items are brief-cases, ladies’ hand-bags, gloves, 
and other travel goods. Table 5 shows the exports of Indian 
leather industry. 

From this table, it may be seen that the exports of 
leather and leather goods during the First Five Year Plan 
declined from Rs 36.4 crorcs in 1950-51 to Rs 30.1 crores in 
1955-56. Since then, the exports have gradually picked up 
rising to Rs 37.6 crores in 1960-61 and Rs 43.9 crores in 
1965-66 and showing a phenomenal growth to R:> 81.9 crorcs 
in 1966-67. It is significant to note that the ‘‘other leather 
manufactures” have been fluctuating around two-thirds of the 
total leather exports (excepting during the First Plan period 
and in 1966-67) ; the exports of footwear have risen from 
2.2 per cent of the total to 10.3 per cent whereas the pro- 
portion of hides and skins has been declining from 26.4 per 
cent of the total in 1950-51 to 18.8 per cent in 1966-67. The 
structural shift from exports of raw hides and skins to finished 
products is the natural consequence of the developmental 
process, but the relative impoitance of leather goods in the 
total exports of India did not show any decline, rather there 
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Table 5 

EXPORTS OF LEATHER AND LEATHER GOODS 
(Vafue: Rs Crorcs) 


Year 

Hides and 


Other Leather 

Skins (Raw) 

Footwear 

Manufactures 

1950-51 

9.6 

0.8 

26.0 

1951-52 

8.5 

1.7 

25.9 

1952-53 

5.7 

2.1 

20.6 

1953-54 

6,1 

1.9 

25.5 

1954-55 

7.2 

1.6 

21.0 

1955-56 

6.6 

1.5 

23.0 

1956-57 

6.0 

1.3 

21.3 

1957-58 

6.8 

2.8 

:i.i 

1958-59 

8.1 

2.1 

18.9 

1959-60 

11.2 

2.9 

30.7 

1960-61 

9.5 

3.1 

24.8 

1961-62 

8 2 

2.4 

25.3 

1962-63 

10.1 

2.8 

22.6 

1963-64 

9,6 

3.6 

26.4 

1964-65 

9.7 

4.2 

27.4 

1965-66 

9.9 

5.3 

28.8 

1966-67 

15.8 

8.4 

58.4 


Source : Monthly Statistics of Fc^eimi TraJe, Dcparlmcnt of 
Commercial Intelligence and Statistics, Gvnernnent of India, Calcutta. 


has been some improvement: between 1950 51 and 1965-66, 
this sector accounted for a little over 5 per cent of the total 
which in 1966-67 accounted for 7.5 per cent. This upward 
turn is a heartening sign and it would be wortliwhilc examining 
whether this direction could be maintained as a long-term trend. 

Presently, leather goods industry of which footwear pro- 
duction constitutes the major share is primarily a concern of 
developed countries. This is so, primarily due to two con- 
ditions. Firstly, the production of hides and skins, excepting 
furskins and rabbit skins, is based on byproducts of the 
livestock industry. Since meat, dairy products, and wool arc 
produced mainly in developed regions, these areas contribute 
approximately 45 per cent of th: wjrld output of hid^s and 
skins, besides 25 per cent proiaeed in the centrally planajd 
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economies. Secondly, footwear which is the primary end- 
product of leather goods industry has very high income- 
elasticity of demand estimated at 1.0 to l.S, and other con- 
sumer goods made of leather, for example, brief-cases, women’s 
hand-bags, gloves, and certain types of clothing and furnishings 
have the income-elasticity of 1.5 to 2.0 times the growth of 
real income per head. This suggests that the developed 
countries where the rise in national income has been substan- 
tial would provide the best market possibility for such goods. 

However, this industry has been spreading in other countries 
too. Though the main areas producing hides and skins have 
been the United States and the European Economic Com- 
munity, sheep and goat skins are produced mainly in the 
Mediterranean region. Australia, New Zealand, and South 
Africa. Among the developing countries, India is the world’s 
largest goat producing country; its annual availabiljjy has been 
25.4 million pieces of hides and 43.6 million pieces of skins. 
India ranks the third largest producer in the world of hides 
and skins. Among the other developing countries. Argentina 
and Biazil are major produccis of cattle hides and Argentina 
and Uruguay, of sheep skin. Sheep and goat skins are pro- 
duced in the Middle East, and cattle hides and karakul pelts 
in Africa. China (Mainland) is the world’s main source of 
pig skins, while the USSR is an important producer of 
cattle hides, calf and sheep skins. Even Pakistan has been 
expanding her production of hides and skins. 

The existing capacities of recognized tanneries in Pakistan 
have been estimated at 74,293 million sq. ft. for chrome tanned 
hides and skins and 2.5 million sq. ft. for vegetable tanned 
hides and skins including sole and kip leather and 200 kgs of 
other types of leather. In Karachi alone, 25,000 pieces of hides 
and skins are being tanned daily. Evidently, the developing 
countnes are vigorously enterirvg the leather goods industry, 
and it will require greater efforts for India to maintain, if not 
improve, her position. 

The world trade in leather goods follows the demand and 
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suppl> forces: the developed countries while generating sub- 
stantial demand for them also produce the bulk of the supplies 
of hides and skins and they account for the largest proportion 
of world trade in these items. In 1953-59, 59 per cent of 
world trade m hides and skins was between developed countries 
which by 1959-61 increased to 66 per cent. Simultaneously, 
imports of hides and skins into developed regions rose by 
almost 40 per cent chiefly as a result of expanding trade 
between the countries of the European Economic Community. 
But as the developing countries have also been expanding 
their production ol Icathc*" goods, their exports to developed 
countries rose by 6 per cent between 1953-55 and 1959-61 
which has also been the rate of inciease in world trade in 
hides and skins during the period Prom thn expansion of 
exports, the Middle East, South Asia, and the Far East have 
gained though slightly The greatest relatise increase in imports 
of hides and skins occurred in the USSR and the Eastern 
Euiopc where imports tiebled dating the period between 1953-55 
and 1959-61 changing their position from a position of net 
exporter to that ol a substantial net importer 
Impact of thess* changes on the Indian exporteis, as indicated 
earlier, has been very lavourable While commenting upon 
the export performance ol Indian leather and allied products 
during the last fifteen years, D Simon and K Seshagiri Rao 
have expressed optimism when they staled that ‘ the structural 
changes in our exports (incieasinglv in favour of wet blue 
chrome and semi-tanned hides and skiit'., and finished leather 
and leather products) that are taking place have boosted the 
export sector and il the present tempo of trade with East 
European Countries continues we ensisage that the actual 
export earnings in 1970-71 would substantially exceed the 
export target level of Rs lOOcroies ”*■* 

Undoubtedly, the leather industry has been reorganizing 

•‘D, Simon and K. Seshagiri Bao “Export Performance of Indian 
Leather and Allied Products during the Three Plans,” Leather, Leather 
Export Promotion Council, Madras, May 1968 p 19 
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itself to meet the challenge. It is no longer a feeder to the 
British leather manufacturers. Her market has diversified. 
India’s exports of leather footwear have been directed to about 
75 countries of the world of which the leading importers have 
been the USSR, the United States, the United Kingdom, 
Kuwait, Aden, Australia, Behrciii and Sudan. The USSR 
claimed a share of 31 per cent of Indian exports in 1965-66 as 
against 15.6 per cent in 1964-65 and 20.8 per cent in 1963-64. 
The United States also improved its share from 13.7 percent 
in 1963-64 to 20.4 per cent in 1965-66. Leather f ^otwear 
exported to the USSR are generally good quality gents 
shoes, ladies chappals, bellarinas, etc., >\hcreas those to 
the general currcnc> area consisted of children shoes and 
lov^ priced chappals and sandals. 

But, in this context, q may also b^ noted that other develop- 
ing countries notabl> Pakistan, has also been auginenling her 
exportable surplus. Leather lanks third amongst Pakistani 
exports of manufactured goods She exported leather goods 
\\orth Rs 3.76 crores in 1963-64 which increased to Rs 5.83 
crores in 1964-65, Rs 9.97 croics in 196'^-66 anu Rs 12 82 
crores in 1966-67. This gives an annual rate of growth of 80.3 
pei cent as against only 35 6 per cent foi India. Pak'stan also 
has been selling leather goods to a large numbei ol countries 
such as the Un ted Kingdom West Germany, the United States, 
Italy, Fiance. Japiin, Sweden, and Belgium She has even made 
in-ioads lo Afghanistan, Yugoslavia and other socialist count- 
ries. She has also been hoping that with improvement in her 
friendly relations with the USSR and othci centrally directed 
countries her cxpoits of leather goods w'ould get a further 
boost up. Apparently, there is no justification for complacency 
in India, and m fact, ‘‘the political and economic transforma- 
tion taking place in the Indian scene since independence, 
would require icorganization of the industry and trade... to 
keep pace with the changing phase.”’*'^ 

Ndir and O.S. Krishnamurihy, “Leather Tanning Industry in 
India* the Structure of its Export Sector/* Asian Economic Review, 
Hyderabad, Vol. VII, 1964-65, p. 246. 
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There are several difficulties in reorganizing the Indian 
leather industry. Against a production of 140 million pairs 
of footwear in 1966-67, the target for 1970-71 has been fixed 
at 200 million pairs of which 12.5 million pairs arc expected 
to be exported. Similarly, exports of footwear components 
such as cowboy uppers, conventional uppers, cut soles and 
heels are also being developed. Attempt^ to increase exports 
of other leather goods arc also being made. Points for 
consideration in this context have been (/) whether the rate 
of expansion envisaged in this category is coInmen^urate with 
the rate of increase in the world trade. (//) what should he the 
possible lines of approach to promote the expansion, and {Hi) 
whether the direction of trade needs reorientation. 

Rates of expansion in the world iiade in leather goods would 
depend upon {a) the rate of growth of national income in diffe- 
rent countries, particulaily so in this regard because of the high 
income-elasticity of demand for these items, (b) the prospect of 
supply position with regard to hides and skin-- and the manufact- 
ures thereof, and (r) the late of substitution between leather and 
synthetic materials. Secondaiy factors include the grow'th rate 
of leather consumption in other u>es such as clothing and 
accessor’es, and demand for furs, both of which vary not only 
with changes in income but also with changes in the levels of 
living. Applying the rclevan: income elasticitic for each of 
the developed countries to the expected rates of population 
and income growth, the total footwear consumption appears 
likely to rise by 30-40 per cent between 1959-61 to 
1970. Demand for other consumer good^ made of leather 
may rise even faster. The introduction of P. V. C. and 
other leather substitutes will have to be taken into account in 
assessing the requirement for hides and skins. During the 
present decade, substitution against leather is likely to 

continue in those uses where synthetic materials have 
technical advantages as in the case of in-soling, travel 

goods and upholstery materials, but in such cases where 
this is not the case, the fate of substitution wiU be determined 
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primarily by the relative prices of leather and synthetics. 

Considering all these points, it has been estimated that the 
total consumption of cattle hides and calf skins in developed 
countries in 1970 would be 1.66-2.07 million tonnes or up to 
about 30 per cent higher than the 1959-61 average of 1.62 
million tonnes.®* This shows that the target set out for India 
envisages at least maintenance of its present share in the world 
expansion but the likely growth of hides and skins in developed 
countries is expected to be substantial, so the optimistic target 
as laid down for India will have to be accompanied by other 
steps in order to achieve the same. This implies that India will 
have to consider se/iously the question of collection, process- 
ing, mechanization, standardization, pricing and sales orgniza- 
tion earnestly. Hides collected for processing and offered 
for exports often fail to reach the high standard of quality for 
several reasons. Damages can result while the animal is alive 
through branding, scratches, parasites and diseases, during 
slaughtering, flaying and curing and also while storing and 
transporting. Moreover, inadequate feeding and animal care 
practices have to be removed in order to better the quality. The 
controversy betv eeii large-scale and decentralized sectors of 
production should also be examined from economic standpoint, 
and not purely on the basis of privileges and protections of ill- 
equipped classes of the society. 

At present, the Indian exports of leather goods are heavily 
concentrated in Rupee Payment Countries. This is done so 
under bilateral trade agreements. This trend should be viewed 
carefully. Recent r ites of wide fluctuations in the quantities 
imported by these countries as well as in the prices offered by 
them suggest that there cannot be long-term stability in trade 
with these countries. Moreover, these items are highly income- 
elastic and the prospect of this taking place in the centrally 
directed economies more favourably than in the free democra- 
tic countries is dim. So the need for searching an alternative 


^Commodity Reyiew, F.A.O., pp. 11-121. 
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market is great The per capita consumption of leather goods 
in the United States also seems to be nearing saturation point. 
It IS therefore advisable to e^^tablish better marketing arrange- 
ments m Western Europe and Japan The developing countries 
with immense possibility for raising the level of their consump- 
tion as well as for increasing their growth rates should provide 
better alternatives 

At a recent seminar held in January 1969 organized by the 
Export Promotion Council for Leather m Madras, it was 
suggested that the Indian leather industry has been facing 
rough weather and it has to operate under great handicaps 
which disable it from obtaining the desired level of exports 
To name a few of the handicaps there have been world reces- 
sion in leather indu!>ti> and keen conp^lit'on from newly 
developing countries like Pakistan, China (Ma niand), 
Nigeiia Iran, and Turkey Pakistan has been granting incen- 
tives to its exporteis to sell at prices 20 to "^0 pei cent cheaper 
than the Indian quotation, China sells tanned hides and skins at 
any cost In countries where India enjoyed monopolistic posi- 
tion, It is now facing hard competition This highlights the 
difficulties in ach eving the taigct as laid down and improving 
the relative position of Indian leather goods exports The task 
m this sector is however not formidable 

Cashew kernd 

Exports of cashew kernel have incieascd hvc-fold between 
1950-S I and 1966-67 During the last three years oi so, the 
exports ol cashew kernel have doubled rising from Rs 21 4 
crores in 1961-64 to Rs 42 8 crores in 1966-67 During the 
First Plan period, the annual exports fluctuated between 21 6 
and 34 6 thousand tonnes and averaged 28 7 thousand tonnes 
During the Second Plan period, the annual average exports 
went up to 38 3 thousand tonnes or by about 33 per cent They 
rose steadily to 55 5 thousand tonnes in 1964-65 from 43 6 
thousand tonnes in 1960-61 except toi a slight setback m 1959- 
60. During the last few years, the upward tiend has been 
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arrested and the volume of exports declined to 50.5 thousand 
tonnes in 1965-66 and 49.5 thousand tonnes in 1966-67. 
Therefore, the apparent gain in value terms has been due to 
rising international prices which may not continue for long. 

Demand for cashew kernel is also highly income-elastic but 
most markets for this commodity have not yet been fully ex- 
ploited. About half of the product goes to the United States 
and one-third to the USSR. During the last few years, the 
consumption of the USSR has been increasing— from Rs 3.4 
crores in 1963-64 it has increased to Rs 12.8 crores in 1966-67 — 
but the rale of expansion in the United States has not been 
very satisfactoiy. Exports of cashew kernel to the United 
Kingdom amounted to Rs 2.4 crores in 1966-67 as against a 
little o\cr Rs 1 0 croies during the preceding six years. Australia 
impoited cashew kernel worth of Rs 1.5 crores in 1966-67 and 
m that year the imports by East Germany amounted to Rs 1.8 
crores. Prom this, it may be observed that the per capita con- 
sumption of cashew kernel is yet very low in most of the 
importing countries excepting in the few countries mentioned 
above. Furthermore, considering the relative prosperity of 
countries in Latin America, Last Africa, and Western Europe, 
cashew kernel has bright prospect for its expansion in these 
countries as well. 

The real pioblem in this regard, however, hinges around the 
possibility of expanding the supply of the nuts. So far, the 
domestic production of cashewnuls amounted to only half 
the kernels processed m the country. More than 155 thousand 
tonnes of cashewnuts are imported cveiy year from African 
countries- Mozambique and Tanganyika taken together met 94 
per cent to 99.5 cent of the Indian requirements. So far India 
has been importing almost the entire exportable supplies of 
Africa, At present, three-fourths of the kernels produced in India 
are exported. But, new processing units are being set up in 
cashewnut producing countries of Africa, specially in Mozam- 
bique, Kenya, and Tanganyika. Mechanical processing of 
cashewnuts is being attempted in Portugal, Italy, the United 
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Kingdom, and Brazil. As a result of these developments, the 
overseas demand for Indian cashew kernels has already taken a 
downward trend and India no longer enjoys the monopoly in 
the export trade of cashew kernels which it once did. Whether 
this trend can be arrested or not would depend upon research 
results with regard to extension of cashew plantation in other 
new regions of India and on the outcome of the aggressive 
export policy in promoting consumption of cashew kernel to 
other advanced as well as developing countries. 

Iron Ores 

Among the thiec mineral deposits, namely, mica, manganese, 
and iron ores in which India enjoys certain special advantages, 
iron ores ha\c been showing noticeable possibility for their 
future expansion. Dr Cohen, as indicated earlier, has already 
mentioned the difficulties confronting expansion of manganese 
ores. It is doubtful whether the earlier superiority with regard to 
manganese ores can ever be attained. Mica has limited use. It is 
for such reasons that the exports of mica and manganese which 
accounted for Rs 28,9 crores in 1951-52 amounted to Rs 24.8 
crores in i 956-57 and only Rs 26.7 crores even in 1966-67. As 
against this, exports of iron ores increased from Rs 0.2 crores in 
1950-51 to Rs 9.3 crores in 1956-57, Rs 35.4 crores in 1961-62, 
and Rs 65.3 crores in 1966-67. Evidently, certain special factors 
have helped llie exports of iron ores. 

Iron ores have ticmcndous influence on our contemporaiy 
civilization. Tiansportation and communication equipment, 
machines of all types, large buildings, tunnels and bridges are 
all basically dependent upon iron and steel supply in various 
forms. Iron is a kind of metal which can be transformed into 
various forms and degrees of hardness. It can be cast, ham- 
mered, rolled, drawn into wire, welded and combined with 
many other metals; and it can be hardened, softened and rc- 
hardened subjecting this metal to different processes and adding 
small amoums of alloy metals, steel can be imparted almost 
any degree of desired hardness. As a result of such possi- 
bilities, the need for this metal has increased tremendously. 
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At present, there are five main groups of countries where 
imports of iron ores are concentrated. These countries are the 
United States, the United Kingdom, Western Europe, East 
European Socialist countries, and Japan. In fact, these are the 
industrial centres of the present world. But, all of them have 
their specialized and well-established centres of supply. The 
United States obtains iron ores mainly from her own mine- 
ral deposits which account for 1 6 per cent of the world iron 
ores mined; the only other country which exceeds her in this 
respect has been the USSR whose output of iron ores amoun- 
ted to 21 per cent of the world total. The United States 
imports iron ores from several African countries, besides 
importing them from Latin America and South America. Cheap 
transport facilities have been an iinporiant consideration in 
such transactions. Special rates for ocean transpoitation have 
enabled the United States to import her iron ore requirements 
fiom distantly located countries. This also explains the expoit 
of iron ores from the Philippines to the United States. 

The United kingdom has substantial it on ore deposits of hei 
own, nonetheless, similar facilities of special cheap rates of 
ocean transportation induce her to import about 18 million 
tonnes of iron ores every ycai from Sweden, besides impoiling 
some quantities of iron ores from such African countries as 
Algeria, Morocco, Liberia, and Sierra Leone. Canada also 
supplies a substantial poition of iron ores required by the 
United Kingdom. West European countries such as West 
Germany (365), Bclgium-Luxembourg (208), France (15), and 
Italy (26) taken together annually imported over 600 lakh 
tonnes of iron ores. These countries themselves have substantial 
deposits of iron ores, still they import them because of 
geographical considerations. They import the ores mainly from 
adjoining countries though they also import these ores even 
from North America, Latin America as well as from several 
African countries. 

As far as East European countries are concerned, their total 
imports of iron ores are made from the USSR. During the last 
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few years, under bilateral trade agreements, about 7 per cent 
of their requirements have also been supplied by India. But 
India has not been their traditional supplier and so far only 
ad hoc imports arc made from her. It is only Japan which 
has been diversifying her imports of iron ores and in this 
process India has substantially gained. 

Exports of Indian iron ores have been increasing rapidly. In 
1960-61, 3 million tonnes of iron ores were exported which 
increased to 12 million tonnes in 1965-66 and 13 million tonnes 
in 1066-67. About one-fifth of total requirements of Japan is 
met from India, but it may be noted that Japan imports about 
85 per cent of her requirements from six countries in South- 
East Asia and nearly 15 per cent from six countries in 
North and South Americas. All imports in Japan are good 
quality ores carrying ">5-70 per cent of iron and being free 
from phosphorus. 

Indian ores contain about 64 per cent of iron, and though 
her output has been only 2 per cent of the total global produc* 
tion, yet on the basis of confirmed deposits, there is no appre- 
hension either regarding quality or the availability of iron ores. 
High grade iron ores arc produced in Sweden, India, Chile, 
Brazil, Venezuela, Australia as well as in certain African count- 
ries such as Sierra Leone, Union of South Africa and Spanish 
Morocco. Chile and Venezuela ores aie of the same grade as 
that of India whereas those of Brazil arc superior and they arc 
in a favourable ]iosition to compete against Indian ores even 
in the Japanese maiket. The Indian expansion of iron ore 
exports would moreover invohe malmg several significant 
adjustments. In some cases, there may be the desirability of 
bcneficiation, in others provision of inland transportation, ex- 
pansion of port facilities and arrangements for securing ship- 
ping space would be essential. The only favourable condition 
on which India can hope to expand her exports to the Japanese 
market is comparative cheapness of the ocean transportation 
charges but this has to be accompanied by other internal adjust- 
ments. In spite of these, India docs not enjoy absolute superio- 
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rity even at this centre of industrialization. India does not enjoy 
any monopolistic status here, and in fact, many other countries 
are better located to exploit even the Japanese market. 

Advanced countries, as indicated earlier, do not depend on 
any other outside source exclusively for their iron ore require- 
ment, many of them have their own developed iron mines. Even 
those countries whidi have been supplying the supplementary 
requirements of these advanced countries arc better located than 
India with regard to ocean transportation. Therefore, the success 
of export promotion measures adopted by India would depend 
upon maintaining good political relations with Japan as well 
Ub with other ad\anced countries where iron ores could be 
convcnientl> Ironsportcd. Africa. Australia as well as South 
American countries have favourable geographical locations 
which may give tough competition to India specially because 
India docs not have her own adequately dcveloi^cd shipping 
industry. 

Main } actors Influencing Indian Exports 

We have seen above tliat the exports in any economy is a 
function of several factors. The level of national income, 
magnitude ol industrial production, the spectrum of goods 
produced and the price at which they could be supplied, as 
well as the consumption level and its pattern arc important 
considerations for evolving eflectivc export promotion measures. 
Attention has also to be paid to the economic conditions 
prevailing in the importing country. As far as Indai is con- 
cerned, the persistent inflationary spiral and disturbing indus- 
trial discipline coupled with contradictory economic policies 
have created difficult situations. Unless radical measures arc 
taken in order to vitalize the entire economy and establish 
healthy climate for personal initiative and for freedom of 
economic action, lasting progress in this sphere would not be 
forthcoming. 

Economic advancement of India made under the various 
Plans has not so far made any significant dent on the export 
trade of the country. This is evident from an examination 
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of the Indian share in the expanding world trade. The 
increase in the relative share of machinery and liglit engineer- 
ing goods has been only marginal. Unless the products in 
which India has comparative advantage begin acquiring an 
increasing share, permanent basis for boosting Indian exports 
cannot be established. Traditional items in which India has 
enjoyed superiority because of geographical and geological 
conditions would no longer piovidc much assistance. 
Other neighbouring countries having similar natural conditions 
but with better political climate have been show jng signs of 
impro\emcnt in the world market. Therefoie. a national 
consciousness for establishing an international standard of 
Indian manufactures should be cultivated without which the 
possibility lor any pcimanent impiovemenl would be dim. 
But this cannot be done merely by slogans. 

Need for diversification in Indian cKpoi is has alrccid) been 
acknowledged. Presently, the Indian cxpoi is have been con- 
centrated in a few commodities and to a limned number of 
countries. Such concentration > make the expoits vulnerable 
to economic and political changes in inter national field. 
During recent years, exports to ccntially directed economies 
have been increasing at the cost ol cxpoi is to advanced 
West European countries. Because man> ot the articles 
exported by India arc highly incomc-elaslic, their market 
prospects should have been better in the West Fiiropcan 
countries but no serious attempt seems to have been made in 
this direction. In fact, the emphasi’' has been on the short 
tctmgains derived by exporting them to the Rupee Payment 
Countries in East Europe. The '•hift in the direction of Indian 
exports, to say the least, ma> not ultimately piovc helpful. 

Many of the developing countries which so far imported 
merchandise from India have now begun their own progiammcs 
of industrialization. As a result of this tendency, there have 
been import substitution schemes and import restriction 
enactments in those countries. These countries are also being 
assisted by several advanced countries. What previously could 
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have been advantageous for developing countries to import 
from India under normal trade practices may not be so under 
the impact of external aid shipments to them under various 
international assistance programmes. In this context the 
movement towards Africanization. Ceylonization, and other 
similar trends making the nations inward looking which protec- 
ting to local interests may aiso be noted as conditions 
restricting the expansion of Indian trade to those countries. 
The restrictive measures adopted by Ceylon necessitated by 
her own foreign exchange difficulties have caused strain on 
Indian exports there. The Ceylonese Government's Guarante- 
ed Price Scheme instituted with a view to encouraging consump- 
tion of local items and conserving foreign exchange expendi- 
tures has reduced the Indian exports of subsidiary food items 
such as potatoes, chillies, green gram. Bombay onmn, etc., to 
that country. The African and the Arab Common Markets 
have also reinforced the same trend. 

China ana Pakistan have begun aggressive campaign against 
the overseas Indian commercial interests. China and Pakistan 
have been reported to be offering to many African and Asian 
countries the supply of every article tliat India can make at 
a lower price with assured superiority in quality. Under 
economic assistance to Ceylon programme, China has exported 
to Ceylon agricultural products as well as industrial equipment 
including railway coaches which could have been easily 
supplied by India. Under a protocol signed in October 1964 
between China and Afghanistan, it was stipulated that 
Afghanistan would export indigenously available items to 
China against imports of tea, building materials, stationery 
items and machinery from China. Furthermore, China has 
directly replaced the Indian merchandise traditionally obtained 
from India. The Afghanistan market has of late been over- 
flooded with general merchandise and foodstuffs exported 
from Pakistan. China has taken vigorous steps to cut the 
sale of Indian tea in Sudan. She has more than doubled 
her exports to Kuwait where Indifi had been traditionally 
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exporting tea, spices, coffee, travel goods, and footwear. In 
Ethiopia also, Pakistan and China have expanded their trade 
at the cost of Indian exports. 

The external assistance programmes of advanced countries 
have also been adversely affecting the Indian exports. In this 
context, the example of Afghanistan has been significant. 
Afghanistan is a land-locked country with her national 
income accruing mainly from the production of fruits and 
other agricultural crops. During the last few years, many 
countries such as the USSR, Czechoslovakia, and East Germany 
have shown considerable interest in supplying the require- 
ments of Afghanistan. The USSR has started exporting 
bicycles, cotton textiles, gasoline, petroleum products, vehicles, 
and machinery to this country. The leather tanning and 
rubber footwear factory in Afghanistan has been equipped 
with external aid from Czechoslovakia. The equipment for 
the telecommunication system located there has come from 
West Germany. Similarly, even in Nepal, where India has 
tiaditional relationship, the interest shown by a large number 
of international powers to the political and strategic im- 
portance of that country has added to the strain on the Indian 
exports to Nepal. 

The Indian businessmen ha\c lately been acquiring disrepute 
lor their inefficiency and for not adhering to international 
business morality. There are many forms of this complaint. 
This defect is gradually being removed. What is expected to 
be eliminated by preshipment inspection is merely one form of 
this general complaint. It must be recognized that the trading 
relations are built over a long period. But there have been 
many complaints during recent years against the Indian busi- 
ness dealings. Often it is reported that the Indian business- 
men have not complied with the regulations of international 
quality control, or that they have failed to adhere to the supply 
schedule promised or that they had delayed remittances of 
business commissions, or that these businessmen had not been 
maintaining uniform price quotations and the international 
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buyers had to spend much time in finding out the minimum 
Indian price below which they had not been selling to others. 
These have been very annoying to overseas buyers. Many 
trivial incidents often destroy well-established international 
markets. For example, the Indian mushrooms which once 
had practically enjoyed monopoly of the Swiss market lost 
ground because of the refusal by the Indian shippers to get 
their shipment quality tested by the Indian agents of the 
Swiss importers. 

Another difficulty to the Indian exporters has been the 
general trend towards blocifieation. The advanced countries 
have been clubbing together for safeguarding their own inte- 
rests. The European Common Market, and the European 
Free Trade Area have been important examples in this regard. 
These blocs have been working out details of tariff preferences 
for protecting their own markets and for safeguarding the 
interest of their associates. Political associations such as the 
European Socialist blocs with their special predilections to trade 
only with countries having similar political affiliations or with 
those which have strategic importance have further rigged the 
expansion of the Indian external trade. The underdeveloped 
countries themselves have added to thi-. trend. The Latin 
American countries, the African countries, the Arab countries 
have all organized common markets of their own. These blocs 
have helped these regions to develop to a considerable extent 
but they have certainly put difficulties against such countries 
which do not belong to any specific group. These difiiculties 
have been further accentuated by foreign exchange controls and 
restrictive legislations promulgated almost in every developing 
country. 

Conclusions 

What could India do to overcome her difficulties is not easy 
to suggest. This is an intricate problem involving reorganiza- 
tion of her internal economy and reorientation of her foreign 
relations. But this also requires a different set of conditions 
prevailing in international sphere. Over most o f these factors. 
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India has very little control The only task that she can set before 
herself is to put her own house m order In this context, it will 
have to be noted that each export item has its own special pro- 
blems In order to tackle them it may be uselul to set up an 
txport Commission with wide ranging powers This Commission 
should have two wings, one responsible for research and econo- 
mic planning This requires reorganization ol many governmental 
agcncies/depaitments presently preoccupied with this problem 
The second wing should be concerned with executive functions 
Such oigani/ations as State Trading Coiporation Metals and 
Mineral Trading Corporation and similar othei orf in 7 itions 
should be brought under the juiisdiction ol this Commission 
But the success of such a Comm ssion would depend upon the 
general economic policy of the countrv and on the objective 
assessment ol the situation prevailing abioad India can hope 
to improve her shaic in the world market only when a compre- 
hensive and ladical approach to her expoitN is attempied. 



CHAPTER V 

IMPORTS 


One or thi important problems during the process of 
economic transformation is to minimize the stiain on balance 
of payments Imports of capital equipment and industrial 
raw materials at a time \\hcn exports have not been expanding 
smoothly create acute difficulties For this reason, import- 
saving and import substitution schemes assume importance 
There is, howevci, a danger that impoit saxings might reduce 
the very tempo oi development and an indiscriminate import 
substitution could increase the impoit bill substantially Pro- 
fes-^or GAD MacDougall has been right in suggesting that 
indiscriminate cfl )its to piodute everything miglrt lead to 
serious economic troubles Uneconomic search lor impoit sub- 
stitutes might weaken the economic structure ol the countiy In 
fact, the problems letat ng to imports, import substitution 
strain on balance of payments and indigenous pioduction lor 
self-sufficicncv are delicately i elated ones which should be 
tackled with greatest care and objectivity 

Flonmn^ and Impotts 

The Indian imports have been undei ciitical sciutiny ever 
since independence In the early y^ars it was wdh a view to 
overcoming the shortages created by PaitiLion Subsequently, 
when planning began in India the primary objectwe had been 
to 1 educe foreign f'xchangc strain without endangering the 
tempo of industrial production Since 1957-58, when the 
foreign exchange crisis became acute, import trade control has 
become very severe Since the Chinese aggression in 1962 
and the Pakistani invasion in 1965, the defence outlay with 
enoimous foreign exchange component has very much in- 
creased. This has made significant dent on the Indian eco- 
nomy Imports for developmental and other purposes have, 
therefore, been drastically reduced eThis tendency has been 
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further accentuated due to the recent drying up of foreign 
assistance to India. 

In spite of careful planning v/ilh regard to imports, the 
situation has always remained disturbing. The total import 
bill has been incrcabing rapidly. The total imports (according 
to exchange control data) which amounted to Rs 520.1 crorcs 
in 1947-48, and Rs 603.9 crores in 1949-50, and Rs 650,3 
crorcs in 1950-51 increased to Rs 1233.6 crorcs in 1957-58, 
Rs 1350 crorcs in 1964-65, Rs 1408.5 crorcs in 1965-66, Rs 
1885.6 crorcs in 1966-67, and Rs 2042.8 crorcs in 1967-68. 
This clearly shows the magnitude of problem. 

Pattern of Imports 

The pattern of Indian imports, as it v\t>uld be seen from 
Table 1, has been changing in favour of capital goods imports. 
Imports of capital goods have increased from Rs 99 crores in 
1947-48 to Rs 167 crores in 1951-52, Rs 310.5 ciores m 1957-58, 
Rs 576.1 crorcs in 1966-67, and 496.3 croies in 1967-68. 
During the early stages of Indian economic development, as it 
is natural to expect, imports of diftercnl kiiuK of inachmeiy 
and transport equipineiP signilicantly increased, but presently, 
the need for such impoits has been declining. Intermediates 
and raw materials required for augmenting industrial pi*o- 
duction arc, however, incrca*‘mg in importance. 

Imports of raw' maLcrtals and intermediates h ivc increased 
from Rs 186.9 crorcs in 1947-48 to Rs 348.2 crores in 
1950-51, Rs 490.7 crorcs in 1951-52, and Rs 563.8 crores in 
1957-58; in 1960-61, these import > accounted for Rs 523.2 
crorcs and in 1967-68, for Rs 870.7 crores. There has not 
been any uniform trend in this category of imports: there 
have been serious fluctuations in their value. In this connec- 
tion, 1951-52 has bjcn an important year. Since then, the 
course of Indian imports has not been smooth. This can 
even be inferred from Table 1, wdiich shows the changing 
pattern of Indian imports. Till 1956-57, the year of foreign 
exchange crisis, the injports of raw materials and intermedi- 
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Tabie 1 

CHANGING PATTERN OF INDIAN IMPORTS 

{In percentage of total imports) 


Year 

Consumer 

goods 


Raw material 
and intermediates 

1947-48 

35.8 


41.9 

1954-55 

24.7 

20.5 

54.8 

1955-56 

19.9 

28.7 

51.4 

1956-57 

13.8 

29.8 

56.4 

1957-58 

15.5 

30.0 

54.5 

1958-59 

27.6 

29.0 

43.4 

1959-60 

23.3 

29.1 

47.6 

1960-61 

23.7 

29.7 

46.6 

1961-62 

17.0 

33.6 

49.4 

1962-63 

19.1 

34.6 

46.3 

1963-64 

15.5 

t5.7 

48.8 

1964-65 

25.5 

35.4 

39.1 

1965-66 

27.0 

34.9 

^38.1 

1966-67 

35.9 

27.7 

^36.4 

1967-68 

30.8 

25.1 

44.1 


ales had been increasing, but laier on, these imports were 
subjected to severe restrictions and as such, any significant trend 
in them cannol he inferred during this period. Most of the 
items included in ihc import list were examined individually and 
their essentiality in relation to production programme in the 
countr> scrutinized before granting pcimission for their im- 
portation. Fluctuations in impoitsof different items, in fact, 
have been connected vith changes in priority assigned to the 
production programme of different products. 

Imports of capital goods consist of mainly three categories 
of merchandise, namely, machinery other than electricals, 
electric machinery, and transport equipment. These imports 
were of the order of Rs 99.0 crorcs in 1947-48, Rs 167.0 crorcs 
in 1951-52, Rs 310.5 crores in 1957-58, Rs 333.0 crores in 
1960-61, and Rs 496.3 crores in 1967-68. Imports of 
capital goods have been influenced by the expanding indi- 
genous production programme of different items, foreign 
collaboration arrangements as well as by external assistance 
authorized by different nations . ^ 
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A detailed examination of import data would indicate that 
the imports of foodgrains, fertilizers, iron and steel and 
manufactures thereof, non-ferrous metals, and machinery 
have substantially increased. Such items of imports as jute, 
cotton, staple fibres, dyeing, tanning and colouring materials, 
medicinal and pharmaceutical products, on the other hand, 
have declined. Important import savings have occurred in 
respect of (^z) agro-based industrial raw materials, (b) 
certain categories of chemical formulations (as distinguished 
from the minufactures of basic and intermediate chcmicab), 
and (r) metal manufactures of var ous types. As against 
these, imports of (a) foodgrains. (b) basic mclaK and 
manufactures thereoi, (z) capital goods, (J) basic chemicals 
and intermed'ates, and (e) certain raw materials for export 
oriented industries have significant!) increased. 

Significant Causes Influencint^ the Tiend 

In order to discuss the impoitant causes tor this t^end, it 
would be relevant to mention in this context the selling up of 
such “impact projects" as three steel plants «n the public 
sector and substantial expansion of those in the private 
sector, and petroIrMim refineries, whch induced “spread 
clTecl” in creating short-term incieascs in imports with a 
view to attaining self-sufficierc> in the long-term. 

During the course of the Si cond 1 ive \car Plan, the Planning 
Commission assigned a ciucial role to industrial expansion 
with special emphasis on industries. Import substitution sche- 
mes, which w'cre made possible by the setting up of the 
three steel plants of one million ton ingot capacity each 
in the public sector at Philla., Rourkela, and Durgapur, and 
the completion of the modernization and expansion pro- 
grammes of Tata Iron & Steel Co., and Indian Iron & Steel 
Co , m the private sector which added an additional 1.5 
million tons of steel ingot capacity, \ery much modified the 
pattern of Indian imports. 

Similarly, the setting up of the three petroleum refineries 
in the private sector agd the two in the public sector has sub- 
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stantially augmented the indigenous production of many 
petroleum products. At the commencement of the First 
Plan, practically the entire demand of the country for 
petroleum products was met by imports, as the output of 
Assam Oil Company’s refinery at Digboi hardly amounted 
to 0.4 million tonnes, accounting for less than 5 per cent 
of the national requirements. With the setting up of the two oil 
refineries of Standard Vacuum and Burmah shell at Trombay 
which were commissioned in August 1954 and January 1955, 
respectively and the Caltcx Oil refinery at Vishakhapatnam 
which went on steam in April 1957, the domestic petroleum 
refinery capacity by the end of 1957 increased to 4.28 million 
tonnes. With the commissioning of the Niinmati and Bara- 
uni oil refineries in the public sector, the indigenous refi- 
ning capacity increased by another 2.75 million tonnes. 
Later on, the private sector oil refineries were also allowed ex- 
pansion programmes. 

These oil refineries led to a substantial measuie of import 
substitution in respect of petroleum products. Imports of 
crude petroleum entered for the first time in India’s import 
trade in 1955-56, but consequently sizeable ^eduction 
occurred in respect of imports of motor spirit, diesel oil, 
kerosene, and lubricants. Besides, indigenous refining also 
provided the base for setting up a large number of petro- 
chemical indust lies. The coal-tar derivatives made possible 
by the development programme of steel industries further 
encouraged the expansion of chemical industries in India, 
which previously had to depend mostly on imported sources 
of supply. 

Agricultural development in India, with appropriate em- 
phasis on increasing domestic food production as well as 
agro-based industrial raw materials has created, on the one 
hand, need for increasing imports of various items such as 
fertilizers and agricultural machinery, while on the other hand, 
it has led to substantial import substitution in regard to such 
industrial imports as tobacco, cotton, jute, etc. Attainment 
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of self-sufficiency has been an acknowledged policy with regard 
to food production in the country, but imports of the same 
have been increasing. Imports of foodgrains accounted for 
only Rs 28.90 crores in 1955-56 as against Rs 238.40 crores 
in 1960-61, Rs 309.10 crores in 1965-66, and Rs 518.2 crores 
in 1967-68. 

Self-sufficiency in this respect required that fertilizers and 
agricultural machinery essential for intensive and improved 
means of cultivation are made available to the country. 
Imports of fertilizers (manufactured) have, consequently, 
increased from Rs 1.06 crores in 1955-56 (in 1947-48, Rs 4.6 
crores worth of fertilizers were imported which had in- 
creased to Rs 12.3 crores worth of fertilizers m 1950-51), to 
Rs 38.90 crores in 1965-66; crude fertilizers increased from 
Rs 1.18 crores in 1955-56 to Rs 5.92 crores in 1965-66. 
Imports of fertilizers and fertilizer materials in 1967-68 
amounted to Rs 204.7 crores as against Rs 81.4 crores in 
1965-66. Similar increases have occurred even :n the case of 
tractors and agricultural implements. These imports have 
taken place when their indigenous production has also been 
increasing. 

Data on fiuits and vegetables show that in 1955-56, the 
value of their imports accounted for Rs 11.20 crores which 
increased to Rs 20.39 crores in 1960-61 and Rs 22.70 crores 
111 1965-66. During the last so many years, tne domestic 
production of fruits and vcgetablc^> has also been increasing. 
The increases in imports of this category of items have, however, 
been due to several bilateral trade agreements under which 
India has agreed to import these items in lieu of her own ex- 
ports of manufactured items to those countries. 

As a result of increased availability of basic metals, 
engineering activities have greatly developed in the country. 
Indigenous production of capital goods has also substantially 
increased. Nonetheless, in view of increasing demand for 
these items under the impetus of developmental planning, 
their imports have also been increasing. An important feature 
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of capital goods imports has, however, been gradual switching 
over from unsophisticated simple types of machinery to highly 
complicated and improved varieties of the same. 

Mention in the present context may also be made of the 
great impetus given to the setting up of automobile industry in 
India. As a result of the encouragement given to indigenous 
units, the domestic production of commercial vehicles has 
increased from 32,200 in 1955-56 to 70,740 in 1965-66, the 
number of motor cycles increased from 1,550 to 25,040 and of 
bicycles from 663,970 to 1,631,000 during the decade. Imports 
of automobiles, motor cycles, and bicycles have been almost 
eliminated. As a result of this order of increasing indigenous 
production, a large number of automobile ancillary units have 
also been established within the country. Production of many 
complicated parts has been undertaken in India. Indianization 
has gone to a great extent, and presently, only a4ew critical 
parts are imported from abroad. 

Development of automobile industry has, however, increased 
the demand foi rubber products to a great extent. Automobile 
and bicycle tyres and tubes (besides rubber footwear to a very 
limited extent) consume almo.st the entire amount of synthetic, 
reclaimed and natural rubber available in the country. Domestic 
production of natural rubber has been increasing, but there 
have been geographical and other difficulties in this regard. 
Indigenous production of rubber has not been able to meet the 
increasing domestic demand. Imports of crude rubber, there- 
fore, had to increase. In 1947-48, imports of crude rubber 
accounted for less than Rs 20 lakhs which in 1950-51 and 
1951-52 due to abnormal circumstances accounted for Rs 3.0 
crores and Rs 2.5 crores respectively, otherwise, till 1955-56, 
when the programme of indigenous production of automobiles 
was initiated, imports of crude rubber were not very high. Once 
the automobile industry alongwith motor cycle and bicycle 
manufactures got into stride, imports of crude rubber increased 
substantially reaching a level of more than Rs 10 crores for 
almost every year of the Third Plan. 
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The growth of automobile industry leading to increased 
availability of passenger cars, commercial vehicles, and trucks 
which has led to substantial expansion in road transportation, 
and the dieselization of railway locomotives have increased the 
demand for petroleum products. Industrial expansion, as well 
as agricultural development with the increasing use of tractors 
and diesel engines have further added pressure to this category 
of demand. In this context, it may be remembered that kerosene 
still serves as domestic luel in a large number of Indian homes; 
in rural areas as well as in many towns kerosene is still extensi- 
vely used for the lighting purpose. 

The setting up of the petroleum refineries has considerably 
increased the indigenous availability of motor spirit, diesel oil, 
kerosene, lubricants, bitumen, etc., and has thereby reduced the 
imports of these items. But, the production pattern of petroleum 
refining ha^ certain rigidities due to which the availability of 
diesel oil exceeds the domestic demand whereas motor spirit 
and kerosene ha^e been in short supplies. These items have, 
therefore, to be imported from abroad. Thus, the import 
pattern of peti oleum pr^iducts has been changing. 

Significant change's hive occurred in regard to chemicals 
and chemical preparations too. During the last decade or so, 
imports of such items hav*^ been declining. The decrease 
has, howe\er, not been fo» every item included under this 
category. Impoiis of chemicals had increased from Rs 9.3 
crores in 1947-48 to Rs 70 6 crores in 1949-50 which showed 
the impact of the Korean war. Subsequently, the level came 
down to Rs 9.8 croics m 1950-51, but presently, it has been 
of the order of Rs 43.40 cron, m 1965-66 as against Rs 23 03 
crores m 1955-56. Bui, for certain categories of chemicals, 
such as, sodium hydrosulphate, sulphuric acid, bleaching 
powder, soda ash and calcium carbide, imports have been 
declining, whereas for others, as in the case of caustic soda, 
the imports have risen. Such trends can be explained 
in terms of the increasing domestic availability. A 
significant example has been of plastic raw materials. 
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whose imports at first increased but later on, it subsided. 

Generally speaking, there has been a shift towards importa- 
tion of basic raw materials and intermediates; final preparation 
and formulations are being indigenously carried out. Imports 
have also declined in the dyeing, tanning, and colouring materials: 
in 1947-48, these imports amounted to Rs 18.0 crores, which 
declined to Rs 11.1 crores in 1949-50 but by 1954-55 they again 
increased to Rs 19.3 crores, but in 1965-66 they accounted for 
only Rs 6.58 crores. Imports of medicinal and pharmaceutical 
products which in 1947-48 accounted for Rs 9.5 crores increased 
to Rs 16.5 crores in 1956-57, and Rs 17.2 crores in 1957-58 but 
they declined to Rs 8.76 crores in 1965-66. Evidently, the 
programme of development of chemical industries, and the 
indigenous manufacture of medicines and drugs have begun 
yielding results. Variations in the pattern of imports clearly 
show the impact of growing domestic demand Tn several 
directions and of the increasing efforts towards import sub- 
stitution with consequential inci cases in imports of certain 
other related products. 

Direction of Imports 

The direction of Indian imports has significantly altered 
during the last twenty years. It may be worth its while 
examining whether this change has occurred due to increasing 
number of foreign collaborations or due to the impact of 
external assistance. We do not propose to do that here. In 
the present context, however, it may be mentioned that at the 
time of independence, the United Kingdom supplied 46.7 per 
cent of Indian imports and the United States 28.8 per cent. The 
proportion of East European countries was negligible at that 
time. Since then, the share of the United Kingdom has dropped 
to 8 per cent in 1967-68, and that of the United States has 
increased to 39.1 per cent. 

Spectacular growth has occurred in the case of imports from 
the East European Socialist countries. This group having rupee 
payment agreements with India has increased its imports from 
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Rs 2 crores in 1947-48 (of which Czechoslovakia alone accoun- 
ted for Rs 1.7 crores) to Rs 203.01 crores worth of imports in 
1967-68. Imports from the USSR accounted for Rs 30 lakhs 
in 1947-48 which increased to Rs 95.82 crores in 1967-68. 
The direction of Indian imports has been abundantly modified 
by the availability of external assistance. The quantum of for- 
eign aid coming from the United States has been colossal. The 
East European countries have special trade agreements. Con- 
sequently, the balance has moved in favour of these countries. 

Import Trade Control 

Import trade control has been very stringent in India. The 
programme of import substitution with increasing facilities to 
indigenous production has certainly relieved the balance of 
payments strain to some extent. The increasing tempo of 
industrialization, on other hand, has added to the import 
requirements of the country. Under its impetus, India’s import 
bill has been increasing. The direction of imports has, how- 
ever, changed from such traditional suppliers as Common- 
wealth countries to the United States of America and the 
East European countries. This has happened due to the 
authorization of foreign aid under various types of agreements, 
such as P.L. 480 and Rupee Payment agreements from these 
countries. 



CHAPTER VI 


AGRICULTURAL DEVELOPMENT 

Impact of agricultural development on the industrialization 
process of a country is immense. But, the contribution of 
this sector is often overlooked. This happens because agri- 
culture is primarily a way of life inextricably interwoven 
with the social life of the community. Its identification as a 
distinct and significant sector of economic operation, as is the 
manufacturing sector has been difficult. For a balanced growth 
of the economy, an appropriate coordination between agri- 
culture and industry is vital. The integration between the two 
sectors, however, docs not come “easily, quickly, and auto- 
matically.”^ Deliberate efforts have to be made for the sanrtc. 
An understanding of the main features of agriculture may be 
helpful in this regard. 

Main Characteristics of Agriculture 

Agricultural operations should not be considered radically 
different from other sectors of the economy. In many ways, 
it is similar to the manufacturing sector, but in several other 
ways it is different from that. The main difference between 
the two arises from the large application of land m the case 
of agriculture: land, which is the most important factor for 
agriculture, is by far, “larger in relation to its employment of 
other factors than does industry.” In all manufacturing con- 
cerns, even when certain factors of production arc “indivisible,” 
they are subject to changes in the proportion of their appli- 
cation, and this can happen in a significant manner. 

In agriculture, the limitations imposed by land are impor- 
tant. The relative significance of different factors of 
production may vary in different types of cultivation, none- 

‘Theodore W. Schultz, The Economic Organization of Agricultur, 
McGraw-Hill. N. Y., 1953, p. vii. 
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thcless, the supremacy of land is not challenged. It is 
around the factor land that all others gravitate. Application 
of fertilizers, introduction of large-scale mechanization, changes 
in land-holdings and special arrangements for irrigational 
facilities and pest control might radically change the nature of 
agricultural operations, but they do not minimize the signi- 
ficance of land. These factors are applied to land. 

In other sectors of manufacturing activities the entrepreneurs 
have to be organizers with a gift for coordinating different fac- 
tors of production whereas in agriculture, the farmers have to 
understand the nature of their land. And because land is an 
immobile factor of production, the farmers have to live with it. 
In manufacturing sector, almost all factors of production can be 
physically transported from one place to another. This cannot 
happen in the case of agriculture. Agricultural development 
would only imply putting additional inputs to land, doing in- 
tenshc cultivation by making maximum use of the area and 
introducing variations in the pattern of cultivation with a 
view to adapting cultivation with the fecundity of the land. 

Agriculture is not land but it is inextricably related to land. 
A corollary from this 'haracteristic of land is that the social 
policy with regard to land should be adjusted in such a way 
that land occupies the central position in rural life. In such a 
pattern of the society, any programme for improving the lot of 
the people must be accompanied by arrangements which open 
out the possibility for expanding the scale of operations and in- 
tensification of cultivation. Only with such programmes, the 
rural community can hope to enrich itself and thereby, give 
impetus to the development of o»Iier sectors of the economy. 

While considering the nature of land and the limitations 
imposed by this factor of production, one should however note 
that all plots of land are not identical. Considerable dif- 
ferentiation has taken place between one plot and another. 
This has been partly due to human ingenuity and partly due 
to climatic and geological conditions. The type of land signi- 
fied by the kind of soil it has got, th? climatic zones in which 
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it is located, and the various other natural surroundings in 
which it exists, would determine the different types of crops that 
can be grown on such plots. As a result of this cons* 
traint, the different plots are not interchangeable: each 
region is specialized to a considerable extent, making it 
suitable for a particular type of cultivation. Any strategy for 
agricultural development would, therefore, require that this 
characteristic of land differentiation is taken into account before 
deciding the particular use it can be put to, and the yield that 
can be expected from it. 

Joint-Productness in Agriculture 

It is also true that on various plots of land many different 
types of crops can be grown simultaneously. Professor Cohen 
has emphasized the characteristics of joint-productness of 
agriculture.’ In other manufacturing establishnents, each 
undertaking is specialized and they produce only one or related 
varieties of the output. But in agriculture, it is not so. While 
sowing land or while putting it to different uses, it is hardly 
that only one category of product is expected from it. Accord- 
ing to Professor Cohen, agricultural products are almost 
always joint-products, “either like wheat and offals, or mutton 
and wool because they are both part of the same plant or the 
same animal, or like barley and sheep because they are 
frequently produced most cheaply on the same farm.” The 
cost attributable to various products, therefore, cannot be 
separated. 

In a manufacturing establishment, because of the single 
product possibility, the cost estimate of different units of 
production is possible, while in agriculture because of this 
joint-productness, it requires special estimates for deter- 
mining the cost involved in raising a particular output. It has, 
therefore, been suggested that the supply of any product in the 
agricultural sector should not be considered in isolation. As a 

•R. L. Koben, TTte Economics of Agriculture, Cambridge University 
Press, Cambridge, 1957, p. 2. , 
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result of this situation, no land should be assumed as pro* 
ducing any item exclusively: each plot of land, evidently always 
yields more than one product. 

No Unique TnpuUOutput Relationship 

In manufacturing establishments, it is possible to have a 
uniform level of production programme and adjust it in 
order to suit the decision of the management. This is 
not so in agriculture. No amount of human ingenuity can 
assure any particular level of agricultural production. The 
vagaries of nature play an important role. The response of 
land to technological improvements either by way of mechaniz- 
ed farming, chemical fertilization, assured irrigational 
facilities, improved cultivation method, or introduction of 
better seeds would not assure any iin que relationship between 
the input and the output. In industrial enterprises, the level 
of output can be programmed a priori and inputs for the same 
can be mobilized. But, this cannot be done as far as agricul- 
ture is concerned. 

This distinction is vital as far as agricultural planning 
is concerned. DiflFcrcnt kinds of experiments have been per- 
formed in order ’ tjst the efficiency of different agricul- 
tural inputs, but none, so far, has been able to decide 
conclusively the relationshit between varying doses of inputs 
and consequential increase, in the yield. Agricultural yield 
depends on many economic, climatic and human factors over 
which human control has been impossible. The projection of 
supply curve for agricultural yield will, therefore, always be 
an area of possibilities rather than an exact point. 

Indeterpninate Price-Output Relationship 

Price-output relationship for agricultural crops cannot be 
determined with the same assured confidence as in the case of 
manufacturing enterprises. Input-outpu^ tables can very 
accurately lead to production programming in industrial units. 
But in agriculture, this cannot be so. Impact of advance 
pricing, whether as.in the case of minimum assured price for a 
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crop or procurement price in a State, at a pre-determined level, 
will not be effective in assuring a particular level of output 
available in the market. The reaction of the farmers to 
different prices differs according to varying circumstances. 
The agricultural farming, therefore, will also be influenced by 
factors other than price inducement. This does not imply 
that prices do not have any impact on farmers’ psychology 
and on their decisions regarding putting different areas of land 
under different crops, but it implies that the prices are not 
the only incentive for the farmers. Many other considerations 
intervene to influence the farmer’s production decision. 

Experience has taught the farmers that a clever producer 
should not put all his eggs in the same basket. Because 
the output of agriculture depends considerably on weather 
and other factors which are beyond human control, the farmers 
make calculations of such uncertainties and decide bbout the 
security which they can obtain by diverting the land to different 
crops. In spite of protective measures, it is possible that an 
invasion of locu.sts would completely wipe out the fruits of the 
labour of the agriculturist. A drought would frustrate his 
expectations; on the other hand, a good monsoon might 
bring a bumper crop without much effort on his part. 

One may, however, note that a good and abundant harvest 
in one State may not be accompanied by similar yield in 
another. A good and timely rainfall in Haryana may not be 
accompanied b> similar precipitation in other parts of the 
Punjab. Such being the vagaries of the nature, the supply 
function of agricultural products could always elude human 
planning. Therefore, it is always in the interest of the farmer, 
and he is conscious of his responsibility, to cover his risk by 
cultivating such crops which may cover the loss in one by 
gains in the other. 

A Way of Life 

Professor Cohen has very rightly emphasized that agriculture 
is a way of life rather than merely p sector of economic 
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activities. In fact, wherever a large number of people settle 
down in order to carry out certain similar types of enterprises, 
they evolve a particular way of life of their own. In agriculture, 
however, there is a difference. The cultural pattern that grows 
in an agricultural community is unique in many ways. In this 
pattern, almost all aspects of the society have a centripetal 
tendency, converging on the proximity of man to nature (land). 

Professor Cohen has rightly stated that ‘"agriculture is often 
regarded as a ^^ay of life as well as a means of li\clihood, so 
that sociological, political, and sentimental considerations in- 
fluence its organization more than that of other forms of 
activity.”^ As a result of this integration, the problems of 
agriculture becomes complex; agriculture requires not only the 
tackling of its commercial problems, but it also demands 
sociological approach to its development. 

Essential for Men and Industries 

Even as far as demand conditions are concerned, the 
agricultural sector of the economy is significantly different 
from the manufacturing sector. This is so, because of the 
very nature of agricultural output. Agriculture produces 
such basic reqiiircmeuis as food for human beings, and such 
industrial inputs as cotton, jute, rubber, and hides which arc 
essential for a large number oi .ndustries. (Minerals are also, 
sometimes, technically considered under ihe term " Land,'’ but 
in the present context, we might exclude them from our 
consideration.) 

Essential foodstuffs and basic raw materials arc vital for 
the well-being of the community and the development of 
industrial undertakings. But, the demand for these articles 
does not grow in the same proportion as national income. 
Their relative significance declines with the growth of the 
economy. It is true that the significance of industrial raw 
materials does not diminish in the same proportion as that of 
foodstuffs, nonetheless, the agro-based industrial raw materials 

p. 3. 
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do lose their relative importance. There have been many 
causes for the same. The growing importance of chemical 
substitutes for agro-based items and the increasing level of 
sophistication raising the degree of capital intensification 
have been reducing the importance of agricultural outputs. 

Professor Cohen has also suggested that “the demand for 
agricultural products will increase less rapidly than that for 
industrial”* because agriculture is mainly concerned with the 
production of food, which is the basie necessity of life, whose 
demand does not grow at the same rate as the rise in the 
standard of life made possible by improving the technique 
of production. For this reason, the study of agriculture is the 
study of an industry growing less rapidly than other branches 
of economic activities. 

The Difficulties in Storage 

Storing agricultural products, specially foodgrams, is much 
more difficult than storing the manufactured items. It is 
primarily so because the agricultural products arc perishable. 
But, there have bee« other reasons for the same too. Small 
farmers have limited storage facilities; the large-scale arran- 
gements for storing the products grown by small farmers 
induce the beginning of co-operativization which changes the 
very complexion of rural life. Even then, it cannot be denied 
that the storage of food products requires special granaries, 
arrangements for bulk handling of grains, facilities for germi- 
cidal sprays, and many other such provisions. These opera- 
tions are very specialized. They require heavy expenditure and 
special training. Such special arrangements cannot be entirely 
left to individual (small) farmers. It, becomes therefore, neces- 
sary for the government to intervene, and to make necessary 
arrangements for providing storage facilities. 

Furthermore, government has special responsibilities with 
regard to the provision of essential foodstuffs to it people. The 
question of buffer-stocks becomes important in this context. 


*Ibid., p. 4. 
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But, unless adequate storage facilities arc created, it would be 
difficult to build buffer-stocks, and in absence of it, demand 
and supply forces cannot be appropriately matched. This would 
lead to frequent fluctuations in agricultural prices. Such insta- 
bility would have far-reaching repercussions* Such eventualities 
do not arise m the manufacturing sector. Every industry has 
adequate storage facilities; the industrial goods are (generally) 
durable; and by regulating the production programme, inven- 
tory accumulation and the flow of output in wholesale and 
retail sectors, the industrialists can regulate the market prices 
to a great extent. 

These lead us to conclude that agricultural operations, 
though a means of supplying final consumer goods as any other 
enterprise in the manufacturing sector, are radically different 
from the latter. It is obvious that the main complexity arises 
due to the serious constraint imposed by land, but other 
factors, such as instability of the agricultural yield which no 
amount of human ingenuity can regulate, inelastic demand for 
agricultural products, storage difficulties and many other such 
factors create special problems. As a result of tliese features, 
the agricultural sector of the economy has to be treated in a 
special way, paruvularly during the process of economic 
planning. 

Declining Importance of Agriculture 

In essence, economic growth is a matter of reorganization 
of the available factors of production with a view to remov- 
ing the dead wood from the economy so that favourable 
conditions for fast development-impetus can be created. It 
requires structural change:.. Income-capital ratio of the 
capital stock has also to increase. It also requires that the 
technological changes representing once for all improvements 
for raising the production capacity of the economy are com- 
pletely absorbed in the economy. As a result of such growth 
process which makes the community grow and attain higher 
levels of living, the relative significance of the different sectors 
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of the economy also changes. The manufacturing sector in this 
process gains importance; and many factors of production 
are reorganized and transferred from the agricultural sector 
to the growing manufacturing sector. These changes necessi- 
tate several consequential adjustments, which gradually reduce 
the relative importance of agriculture. 

One docs not have to emphasi>'^ too much, the shrinking 
role of agriculture in a growing economy. Professor 
Theodore W. Schultz has even emphasized the declining pre- 
occupation of the economists with agricultural problems as an 
indication of this trend.'’ The fact that the Physiocrates gave 
supreme importance to land which could not hold its central 
position with David Ricardo and it reconciled itself to a minor 
role under Karl Marx shows how correct is the observation of 
Professor Schultz. The Physiocrates did not only give a lead- 
ing role in their analysis to land, but made it ‘‘hero of their 
scheme.” The Tableau Cconomiquc has been an accofint of the 
circulation of agricultural yield accruing from land. 

During the period of David Ricardo, land began to be 
considered as a constrainl on the growth of the economy: the 
limited availability of culti\ able land seriously impeded the 
fulfilment of growing demand for the agricultural output. 
Therefore, Ricardo and his Biilish contemporaries gave land "‘a 
key role, but made it the \illain of the piece.” The Physiocrates 
believed in the abundance of nature, whereas David Ricardo 
and his followers thought of ''niggardliness of nature” which 
placed land owners in a strategic position in a community with 
rapidly growing population. 

The position further changed under Karl Marx. For Marx, 
“the existing landlords became a special species of capitalists of 
feudal vintage but obsolete, and therefore, soon to be replaced 
by genuine industrial capitalists.” Again, land was cast as 
“the unmitigated villain” by Henry George who saw it as the 
instrument for transferring unearned social increment due to 
economic progress to landlords. Professor Schultz has even 

“Theodore W. Schultz, op. cit., p. 139. 
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mentioned in this connection the fact that Sir Roy Harrod 
while analyzing the conditions of dynamic economics even 
thought it better to discard it altogether because in “our 
particular context” it appears that its influence may be quantita- 
tively unimportant.® In fact, it is worth considering why and 
in what sense agriculture declines in significance. 

At the outset, it may be indicated that the level of expendi- 
ture on agricultural products diminishes with rising levels of 
income. During the early phases of growth, when agriculture 
plays an important part, a large bulk of personal expenditure 
has been on agricultural items. The process of industrializa- 
tion, however, brings about radical alterations in the expendi- 
ture pattern of the community. In an advanced community, 
the level of income is high and the percentage of expenditure on 
manufactured items greater. It has been stated that the level 
of expenditure of most households in England during the 
time of David Ricardo on food was very high — almost the 
entire income was spent on food articles— but this proportion 
gradually declined giving much greater importance to manu- 
fvicturcd Items at the time of Industrial Revolution. 

During the period of Sir Roy Hanod, expenditure on agricul- 
tural crops attained a very low priority, comprising almost 
an insignificant proportion in an average well-to-do family. In 
tact, higher the level of economic development, lower the 
importance of agricultural outputs. When the economy 
attains the High Mass Consumption Stage, the different 
varieties of articles entering abundantly in the family budget 
of the household would still further reduce the importance of 
agriculture. Bertrand Russell has visualized that the natural 
peas, during the Scientific Age of future, would only be a 
luxury item intended for the well-to-do families, and the 
common man would derive his nourishment only from synthetic 
stuffs. The process of indusliialization, evidently, introduces 

®Roy Harrod, Towards a Dynamic Economics, Macmillan, London, 
1948, p. 20. 
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new patterns of consumption, new substitutes for natura/ 
industrial inputs and new importance to different occupations. 
As a result of these changes, the significance of agriculture 
would inevitably decline. 

In the present context, it is also relevant to note that the 
advance of science and introduction of modern technology in 
economic activities would reduce the dependence of the 
individual on nature and make him more reliant on his own 
ingenuity for satisfying his wants. As a result of this process 
of development. Professor Schuhz is rightly inclined to think 
that the changes in production possibilities relative to the output 
of farm productions would determine the relative position of 
agriculture. If the improvements incorporated in producing 
non-agricultural outputs and services as a result of technologi- 
cal changes arc such that the increase in agricultural yield is 
relatively less than of all other products and services, naturally 
agriculture will be adversely affected by such developments, 
but in case, increases in the output of farm products are more 
than those of other products, the situation becomes the reverse. 
This suggests that the importance of agriculture may not 
always decline with technological innovations, which is at least, 
a possibility to be acknowledged. 

It has been experienced that the industrial progress opens 
out new frontiers of economic intercourse. International 
marketing, standardization of products as well as product 
differentiation resulting from mass media advertisements, 
introduction of research and technology, sophisticated packag- 
ing, and canning industry and all other activities which go with 
industrialization, would alter the importance of different sectors 
of the economy. It has been found that agricultural wages all 
over the world, as compared with industrial wage-rates, are 
lower; instability in total agricultural earnings due to fluctua- 
tions in yield and prices makes the dependence of labourers on 
agriculture a matter of second choice. Therefore, in spite of 
the fact that the agricultural sector still supplies the basic 
articles for the existence of human beings as well as for the 
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sustenance of several basic industries, the relative importance 
of agriculture has been declining with the increasing tempo of 
industrialization. 

(Contribution of Agriculture to Industries 

The above, does not imply absence of any positive contri- 
bution of agriculture to the industrialization process of the 
country. Though many advanced countries consider agriculture 
as merely supplementary to the general programme of industrial 
development, yet examples are not wanting to indicate the dc- 
pendance of the latter on agricultural prosperity. Dr S.R. 
Sen has rightly indicated that agricultural development contri- 
butes to the industrial development by way of'(<i) increasing 
the gross national product; (b) supplying the physical surpluses 
required by other sectors of the economy in the shape of food 
and raw materials; and (c) providing the economic surplus 
which constitutes the material basis for economic development.’ 
A group of experts from O.E.C.D. has also reported that 
agriculture can contribute to the growth of developed countries 
by increasing efficiency of production and releasing resources 
to other sectors and by adjusting the composition and scale 
of output to demand.® 

Continuing and substantial adjustments in agricultural 
technology, in the structure of the industry, and in the com- 
position and cost of farm output are, in the long-run, the 
basis for agriculture’s contribution to well-balanced and rapid 
growth in the economy. When agricultural development takes 
place, it IS reflected in increased output, or in reduced resource 
requirements or a combination of both. The amount released 
from the agricultural sector can very appropriately be invested 
in the industrial sector, in fact, development of agricultural 
sector is not synonymous with economic backwardness, as it is 
often associated in many minds. Examples are not wanting to 

’S. R. Sen, Strategy of Agricultural Development, Asia, Bombay, p. 3. 

^Agricultural and Economic Growth. A Report by a Group of Experts, 
O.E.C.D., Paris, 1965, p. 23. < 



224 


CURRENT ECONOMIC PROBLEMS 


show that predominantly agricultural countries have also been 
highly economically developed. West Indies, New Zealand, 
and the Netherlands are primarily agricultural countries, but 
they also enjoy a high standard of living. 

Development of agriculture would enable other sectors of 
the economy to draw their manpower requ»remcnts from the 
surplus created in the agricultural sector. This happens in two 
ways. Firstly, the natural increase of population is usually 
greater in farm sectors than in non-farm sector. Even if the 
farm population remains constant, the natural outflow of 
manpower from the farm sector would make larger outflow 
of manpower to non-farm occupations. Secondly, with 
progress and mechanization of agricultural operations, the 
manpower requirements of this sector progressively diminish. 
This further adds to the outflow of labour from agriculture 
to non-agricultural occupations. 

Capital formation is also substantially assisted b^ agricultural 
development. Agriculture accounts for a substantial percent- 
age of national income in most of the developing countries. 
When scientific cultivation is adopted and other methods of 
improved agricultural operations introduced, yield from the 
agricultural sector considerably expands. This provides 
greater saving potential. Part of the savings thus generated 
might be channellized for agricultural improvements, but part 
of it is also mobilized for industries and other developmental 
requirements. In this process, however, it has to be assured 
that appropriate institutional and other arrangements for 
mobilizing the savings thus created arc available. This em- 
phasizes the need for greater monetary discipline and 
better financial institutions. These arc important organi- 
zational pre-conditions which should be created in order 
to mop up the savings created in the agricultural sector. 

Contribution of agriculture to the general developmental 
strategy would, to a considerable extent, depend upon the 
growth of other sectors of the economy. It may be possible 
for agriculture to increase the Iqvel of agricultural output, 
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create surplus manpower and make available saving potential 
for its appropriate utilization in other sectors of the economy, 
but they would be wasted in absence of corresponding expan- 
sion in other sectors. Favourable conditions for fruitful 
absorption of these resources must also be present in other sec- 
tors. There is mutual interdependence between farm and non- 
farm sectors of the economy. Consequently, when the surplus 
created in agriculture is appropriately absorbed in non-agricul- 
tural sectors, it would further encourage agricultural develop- 
ment. Expansion in non-farm sector would provide outlet 
for the products of agriculture, and for employment of labour 
displaced from land. Moreover, creation of better employ- 
ment opportunities in the economy would also induce upward 
pressure on wages. Increased wage-rates in agricultural sector 
N\ould provide greater incentive for those who remain on land to 
work harder and to improve their productivity. Technological 
improvements in other sect ois would make conditions favourable 
for the introduction of improved means of cultivation and me- 
chanization in agriculture. Establishment of financial institutions 
would be helpful for industrial as well as agricultural sectors of 
the economy. Above all, when the tempo of industrialization and 
the rate of growth of economic development increase, a new 
environment of expectancy and improvement is created which 
IS less tradition bound and more conducive to innovations, 
generation of higher managerial skill and greater investment m 
human resources. Such a change is highly propitious for 
agricultural development as well. 

Necessary Preparations 

There arc many rigidities which have to be softened in order 
to facilitate the transition of traditional agricultural community 
into a modern industrialized economy. The most serious 
impediment in this connection arises from the organizational 
pattern of agriculture. Wc have mentioned earlier that the 
agricultural occupations are characterized by the fact that agri- 
culture is primarily a way of life, and as such, the problem has 
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to be tackled at economic as well as non-cconomic levels. As 
Agriculture is usually the oldest sector of the economy,^ often 
characterized by a distinctive pattern of life and organization, 
one finds that life in such communities is intimately attached 
to land; there have been small units of operations combining 
property, management and labour; all or most of the family 
members have been engaged in agricultural pursuits and these 
communities have often been isolated from the urban foci of 
economic growth. 

All these characteristics create obstacles to an easy transfer of 
properly *^rained and educated labour to other growing sectors, 
to an adjustment of production to changing demand, to changes 
in scales and structure of farm units and to the movement of 
capital out of agriculture. Such obstacles must be removed in 
order to vitalize the agricultural secloi and to enable it to share 
in the gains of economic development. These changes can be 
possible by removing many non-cconom.c objeetTves of agri- 
cultural development and enlightening the people with regard 
to those objectives. 

Unnecessary emphasis on small land-holdings, ceilings on 
land which arc not conducive to mechanization and improved 
methods of cultivation, and uneconomic protection to farmers 
and thereby providing premium to inefficiency and un- 
economic practices have often retarded the growth and 
development of the agricultural sector. These create social 
and economic problems in moving labour out of this 
sector. Unless the enterprises arc made viable, larger capital 
investment encouraged, and gains of large-scale farming 
assured, the problem of agriculture cannot be effectively 
tackled. Primogeniture has advantages in arousing the spirit 
of adventure and enterprise; sub-division and fragmentation 
of land, division of the holdings between a large number of 
sons and daughters, and the fixation of small area-ceilings are 
not conducive to agricultural development. 

The other major difficulty in fostering initiative and enter- 
prise in the agricultural sector has bqen connected with agricul- 
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tural prices. Three main types of price relationships have to 
be tackled in the present context. These relate to (a) price 
relationship between individual farm outputs; (b) price relation- 
ship subsisting between different agricultural inputs and the 
prices of the resulting products; and (c) the relationship existing 
between the general prices of agncultural products on the one 
hand and the prices of other non-farm products on the other. 
These adjustments are difficult but they hiive to be made. 

It is natural and desirable for the farmers to make adjust- 
ments following the price changes so as to maximize their 
profits. Relative price-differentials between different crops 
should induce the agriculturists to change over to the crops 
yielding the maKimum return. But, such adjustments arc not 
always possible. There is always a time-lag between the deci- 
sion to cultivate any specific crop and the final yield of that 
crop; this time-gap has often been so wide as to change the 
entire future expectation. Furthermore,^ the faimers do not 
have much freedom m changing the crop: there ate limitations 
of land by which only certain selected crops can be grown on 
any specific plot of land, although when the prices rise, the 
farmers may wish to move to better paying cropsj) 

The degree of specialization has not been very high in agri- 
culture and the labour cost has been almost the same for 
different types of crops (here we are not thinking of the differ- 
ence between vegetable gardening and crop farming), there- 
fore, the changeover to better paying crops would be a matter 
of climatic and geological conditions rather than of wage 
differential. Here also, the calculation is nol based on precise 
marginal costs and marginal revenues' the farmers are mostly 
induced by rough calculations of their expected gains and risks 
involved in total failure which may occur due to weather 
uncertainties or marketing difficulties. The farmers are unable 
to extend their cultivation up to the economic optimum because 
of institutional and structural rigidities indicated earlier. He 
cannot alter at will the size of his land-holdings either. But these 
difficulties do not completely wipe out the tendency towards 



228 


CURRENT ECONOMIC PROBLEMS 


adjustment: the prices do exert considerable influence on 
farmers’ decision as to what to produce and in what quantities. 

When there is variation in the relative prices of dilferent 
agricultural inputs, such as fertilizers, in relation to the 
prices of those items of production which are responsive to such 
inputs the farmer is faced with much more complicated situa- 
tions. In a paper, O. P. Gugnani of the Planning Commission 
has tried to amplify some of these difficulties.® Jn this context, 
he has distinguished between technical optimum and economic 
optimum and has suggested that the farmer would attempt to 
reach the economic optimum rather than technical optimum. 
This is primarily due to the input price and the price of the 
yield resulting from the same. He has further suggested that the 
inducement for persuading any farmer to co-opt for any parti- 
cular line of production would depend upon a while range of 
prices of different inputs as well as of different competing crops 
in different regions. From this, it may be seem that flic agricul- 
turists have to reckon with the whole gamut of prices prevail- 
ing and expected before he could decide his line of action. 

Evidently, agricultural operations have distinct characteristics 
distinguishing them from other manufacturing activities, but 
both are interdependent to a great extent. The agricultural 
sector has to adjust itself with changing requirements and 
influences of industries, but such adjustments become difficult 
due to institutional, structural, technical, economic, and social 
rigidities. 

Agricultural Development in India 

Indian agriculture has lent only limited suppoitto Indian 
economic growth. It happened so not due to any administrative 
apathy. The Indian planners, in fact, accorded the highest 
priority to this sector of development. The main reason for this 
feeble impact of agriculture has been the structural weakness of 
the economy and the organizational deficiencies created by 

»0. P. Gugnani, Economics of High Yield Varieties, A Paper presented 
at a Seminar at the Institute of Economic Growth, New Delhi, 1968. 
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unpragamatic. socio-political objectives. Furthermore, the course 
of agricultural development did not lay appropriate emphasis on 
geographical factors: in this context, it may be mentioned that 
political events have also accentuated the regional imbalance. 
Geographically. South and South-East Asia is one homogenous 
bloc whose solidarity could g’ve it immense concentration of 
strategic industrial raw materials and sufficient level of food 
production. Balkanization of this area has led to considerable 
deterioration in its economic balance. The separation of Burma 
in 1936, and the partition of the Indian subcontinent in 1947, 
for instance, have seriously unpaired the Indian capacity to 
produce enoui-'h foodstuffs for sustaining her population. Jute 
production and its manufacture have been jeopardized due to 
Partition. SimiLoly, it could bj indicated that the close 
relationship between India, Pak'stan, Ceylon, Burma, Malaysia, 
Thailand, Indonesia, the Philippines, and others of this region 
could greatly strengthen their bargaining capacity with regard 
to tea, jute, mesta, lac, tin, mineral oil, coffee, rubber, and 
many other such internationally traded commodities. Even with 
regard to food, the situation could have been substantially 
belter. 

The Indian planmng authorities recognized the vital import- 
ance of agricultural development for the supply of raw materials 
to industries and provision of foodstuffs to the people, but 
the difficulties facing this ‘‘Cctor of the economy have been 
numerous and complicated. There was no unique way to tackle 
these problems. Rationing of foodstuffs and sharp fluctuations 
in agricultural prices had emphasized the urgency of the pio- 
blem. The people were getting resuve Morcover^the rapid 
development of industries also increased the demand for agricul- 
tural products. Therefore, the significance of agriculture 
increased considerably for supplying foodstuffs and industrial 
raw materials. 

During the First Five Year Plan, the highest priority was 
accorded to agriculture. Assistance to agricultural development 
was imparted in twofold manner: firstly, organizational improve- 
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meats were attempted in order to raise the level of agricultural 
efficiency, and, secondly, many rural development schemes for 
building infra-structure and, creating better living conditions 
for the farmers were implemented. The reorganization of 
agriculture required necessary preparations by way of provision 
of such agricultural inputs as fertilizers, improved seeds, 
agricultural implements, and irrigational facilities. Rural popula- 
tion had to be organized for co-operative action with a view to 
enabling it to make better use of new knowledge and new 
resources. Reforms in land-tenureship in order to abolish 
unproductive intermediary rights in various States had to be 


implemented. 

^Development of related markets so that commercialization of 
agricultural products could be possible on a wider scale, and 


budding up of institutional credit organizations and agencies 


which could meet the financial requirements of the agriculturists 


were al^o impoitant planks of agricultural dcsclopmcnt in the 
countr^ Jn order to improve the i ural living conditions and 
activize rural industiialization, the First Five Year Plan 


initiated the programmes of Community Development, Pancha- 
yati Raj, and several others aiming at cl.miiiation of differences 
in rural life and provision of greater opportunities for diversi- 
fied activities. These programmes were expected to integrate 
rural communities in a well-organized structure of national 
planning. 

As a result of the several programmes of agricultural develop- 
ment initiated during the First Five Year Plan, substantial 
increases were expected in agricultural production of food- 
grains as well as of other commercial crops. Emphasis was 
placed on increasing the yield of cotton, jute, sugarcane, and 
oilseeds. The targets for additional production envisaged in 
the First Plan with regard to some of these items have been as 
follows: foodgrains 7.6 million tons showing 14 per cent 
increase over the 1949-50 level of 54.9 million tons, cotton 
1.26 million bales showing an increase of 42 per cent during 
the plan period, jute 2.09 million bales (63 per cent increase). 
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sugarcane 0.7 million tons in terms of gur (12 per cent increase) 
and oilseeds 0.4 million tons accounting for 8 per cent increase. 
The target of 7.6 million tons of additional foodgrains roughly 
consisted of 4 million tons of rice, 2 million tons of wheat, 
one million ton of grams and pulses, and 0.5 million tons of 
millets. 

Large-scale investment was necessary in order to implement 
the agricultural programme of this order. It was therefore 
stipulated that Rs 361 crores, accounting for 17.5 per cent 
of the total plan outlay, which was of the order of Rs 2,069 
crores, would be earmarked for agriculture and community 
development, Rs 168 crores or 8.17 per cent of the total plan 
outlay on irrigation projects, Rs 266 crores or 12.9 per cent 
on multi-purpose irrigation and power projects and Rs 127 
crores or 6. 1 per cent of the total plan outlay on power These 
accounted for 44.6 per cent of the First Plan outlay. This 
shows that the high priority to agricultural development was 
accompanied by adequate linancial provision for the implemen- 
tation of the programme. 

During the Second Five Year Plan, attempts were made to 
intensify the efforts made during the earlier quinquennium 
Generally speaking, no new strategy was introduced during 
this period, nonetheless, the heartening results obtained during 
the First Plan period suggested some modifications in the em- 
phasis. It was no longer necessary to placcj^a dominant empha- 
sis on the production of cereal crop^; tlie cash crops such as 
sugarcane, oilseeds, tea, coffee, tobacco, and black pepper 
gained m importance. Important emphasis was also placed 
on achieving increases in the production of fruits and vege- 
table§\ (Diversification of production, optimum utilization of 
the available area of cultivatiun, and maximum yield of the 
cultivated crops were the chief objectives of this sector of 
development) The development programme of this sector was 
conceived within a long-term perspective of a ten-year pro- 
granune. 

The principal targets of agricultural production for the 
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Second Five Year Plan were set out as follows: 

Table ] 

PRODUCTION TARGETS OF MAJOR AGRICULTURAL ITEMS 


Commodity 

Unit 

Estimated 
production 
in 1955-56 

Target of 
additional 
production 

Foodgrains 

million tons 

65.0 

10.0 

Oilseeds 

million tons 

5.5 

1.5 

Sugarcane (gur) 

million tons 

5.8 

1.3 

Cotton 

million bales 

4.2 

1 3 

Jute 

million bales 

4.0 

1.0 

Coconut (oil) 

lakh tons 

1.3 

0.8 

Arecanut 

lakh maunds 

22.0 

5.0 

Lac 

lakh maunds 

12.0 

4.0 

Tobacco 

lakh tons 

2.5 

— 

Black pepper 

thousand tons 

26 0 

6.0 

Cashew nut 

thousand tons 

60.0 

20.0 

Tea 

million pounds 

644.0 

50.0 


SOURCE ; Second Five Year Plan, Planning Commission, New Delhi, 

p. 262. 

The total plan outlay during the Second Five Year Plan in 
the public sector was programmed for Rs 4,800 crores, of 
which Rs 568 crores, or 11.8 per cent was allotted to agricul- 
ture and community development, Rs 38 1 crores, or 7.9 per 
cent for irrigation, Rs 427 crores, or 8.9 per cent fo power, 
and Rs 105 crores, or 2.2 per cent for flood control and other 
related projects. These allocations have been exclusive of 
credit facilities made available from various institutional 
agencies. Though the total outlay on the above developmen- 
tal heads accounted for only 30.8 per cent, which has been a 
little less than the percentage share during the First Five Year 
Plan period, in absolute quantity the outlay on these heads 
increased from Rs 922 crores in the First Plan to Rs 1,461 
crores during the Third Plan period. 

Reaffirming the need for intensified agricultural development, 
the Third Five Year Plan proposed to carry out the pro- 
gramme already initiated much further. Programmes for 
agriculture, irrigation, and community development included 
in the Third Plan entailed a total outlay of Rs 1,718 crores as 
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against an estimated expenditure of Rs 950 crores over these 
items in the Second Plan. These programmes aimed at nearly 
doubling the rate of growth of agricultural production over 
the next five years. Production of foodgrains was expected 
to rise by 30 per cent and of other crops by 31 per cent. The 
target for additional foodgrains production was set at 24 
million tons, cotton 1.9 million bales, jute (excluding mesla) 
2.2 million bales, coffee 32 thousand tons, tea 175 million lbs, 
rubber 18.6 thousand tons, tobacco 25 thousand tons and of 
lac 12 thousand tons. 

Such targets were worked out for most of the important 
agricultural crops and even the input requirements for achiev- 
ing these targets were assessed in greater detail. It was stipulat- 
ed that the agricultural programme envisaged under the Third 
Plan would require intensive efforts with regard to (/) irrigation 
(25.6 million acres), (ii) soil conservation, dry farming, and land 
reclamation (36.8 million acres), (Hi) additional area under 
improved seeds (foodgrains) (148.0 million acres), (/r) supply 
of chemical fertilizers constituting nitrogenous (N) fertilizers 
1,000 thousand ions, phosphatic (P2O5) 400 thousand tons, and 
potassic (K 2 O) 200 thousand ions, (r) plant protection (50 
million acres), and (vi) better ploughs and improved 
agiicultural implements and adoption ofscicmilic agricultural 
practices. Necessary arrangements for the manufacture of 
agricultural implements had also to be finalized for attaining 
the targets laid dtnvn. 

Mention, in the present context, may also be made of the 
Intensive Agricultural Districts Programme and the Village 
Production Plans. Under the lormer programme, an 
intensive effort was made to increase agricultural produc- 
tion in selected areas where, on account of the availability 
of irrigation and assured rainfall, conditions seemed 
favourable. At least at one place in each district such 
intensive work had to be carried out during the plan period. 
Co-operatives, Panchayals, and other village organizations 
were expected to play an important role in this programme. 
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Village Production Plans involved all cultivators in the village. 

This scheme consisted of two sets of activities. It included 
provision of credit facilities, fertilizers, improved seeds, assis- 
tance for plant protection and minor irrigation facilities. The 
other set of conditions referred to the programme of digging 
held.channels for utilizing irrigation facilities arising from large 
projects, maintenance of bunds and field channels, contact 
bunding, digging and maintenance of village tanks, village fuel 
plantation, etc. These activities required co-ordinated efforts 
on the part of the entire community or groups of cultivators. 
Both sets of programmes had to be worked out in close colla- 
boration with Panchayats, co-operatives, and other rural 
institutions. The Panchayats could visualize the plan for the 
entire village and mobilize co-operative efforts from all the 
beneficiaries whereas the village co-operatives could arrange for 
financial assistance to individual cultivators. 

Realizing that the performance of the Third Five 
Year Plan had been “disappointing,” the Draft Outline of 
the Fourth Five Year Plan (1966) pointed out that the 
“top prioiity” for agriculture could not be meaningful and 
effective merely by bringing together the various targets and 
programmes relating to agriculture, rather it was imperative 
that all other interconnected activities in other sectors of 
the economy were identified and given due preference. 
Consequently, the Draft Outline emphasized the need for 
ensuring adequate provision of appropriate material inputs 
and other supporting services which influenced and stimul- 
ated agricultural growth. Besides stressing the urgency of 
an integrated industrial programme for the production of 
fertilizers, pesticides, tractors, and other agricultural imple- 
ments, it was also considered necessary to intensify the 
provision of irrigational facilities on a massive scale, to 
formulate a well-considered price policy, to arrange for 
appropriate marketing, storage, transport, and credit 
facilities, and to reorient ruial institutions having important 
influence on agricultural development* 
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The Fourth Five Year Plan also envisaged the introduction 
of a new strategy, which consisted of taking some more vigor- 
ous steps besides Intensive Agricultural District Programme and 
the Intensive Agricultural Area Programme. The new strategy 
stressed the use of high-yielding variety of seeds and improved 
scientific methods of cultivation Experiments conducted at 
different research centres on exotic and hybrid varieties of 
seeds have shown their responsiveness to heavy dosage of 
chemical fertilizers, particularly in areas of assured drainage 
facilities. 

The new strategy also aims at introducing short duration 
crops having far reaching implications for the Indian ag»‘icul- 
turc. As a result of this programme, the production of such 
subsidiary food items as potatoes and other tubers would also 
increase. The production of pulses is also expected to increase. 
During the Fourth Plan period, special emphasis would 
be given on items having export potential. With this aim in 
view, the Draft Outline suggested special programmes for 
achieving substantially significant production targets with regard 
to such commercial crops as jute, groundnut, and tobacco. Jute 
cultivation would be encouraged in newly irrigated areas of 
Kosi and Hirakud. CVshcw cultivation would be extended to 
another 4.5 lakh acres of land, and the production of pepper 
may amount to 5,000 tonnes b the last year of the Fourth 
Plan. The production of lac, which occupies an important 
position in Indian export trade, would be increased from 30,000 
tonnes at the beginning of the plan period to 50,000 tonnes by 
the end of it. Administrative reorganization i:> also contemplat- 
ed in order to facilitate proper co-ordination between different 
programmes. 

The Fourth Fi\e Year Plan as indicated in the Draft Outline 
did not begin in 1966-67. Instead of it. Annual Plans 
were prepared for three years and the revised Fourth 
Five Year Plan Draft began in 1969-70. Many modifications 
have been introduced in the agricultural plan, but its basic 
features, however, remain the same. 
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Assessment oj the Impact 

The progress achieved in the agricultural sector is difficult 
to assess. Under the impact of the three five-year plans, 
apparently, much development has taken place. To consider 
this impact as of limited significance might be considered 
provocative. A scientific evaluation of the progress achieved 
in this sector would require much objectivity and examination 
from various aspects. Here, we would study the contribution 
of agricultural development on the economic growth of the 
country from the following standpoints: (/) pressure on land, 
(i7) supply of foodgrains, (z7/) assistance to industrial de\ elop- 
ment, (/v) impact on foreign exchange earnings, (v) resources for 
the Plan, and (v/) rural development. 

Pressure on Land 

More than 69.5 per cent of the total working force in 
India earns its livelihood from agriculture. Moic than half 
the national income of India is derived from agriculture and 
allied activities. Out of every thiee workers in India, two 
are engaged on land^ whereas in the United Kingdom for 
every single person engaged in agriculture more than 
fourteen work in mines, manufacturing and construction 
activities. The primary impact of agricultural development 
should be on the reduction of dependence of Indian popula- 
tion on land, and consequently, on reducing the pressure on 
land. It would incidcntly increase the earning capacity and 
raise the living standard of agricultuial workcis. 

The available statistics indicate that the total reporting 
area in 1950-51 amounted to 284.3 million hectares which 
increased to 299.8 million hectares in 1962-63 showing 
increased coverage for 15.5 million hectares, but during 
this period, area under forests has increased from 40.5 
million hectares to 56.7 million hectares indicating an incre- 
ase of 16.2 million hectares. Though there is no Justification 
for assuming increased forest area to account for increment 
in reporting area, yet on this asaumption, one would find 
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that the area of uncultivated land other th<in fallow land 
decreased from 49.5 million hectares in 1950-51 to 37.1 
million hectares in 1962-63, and fallow land decreased from 
28.1 million hectares to 20.9 million hectares o\er the 
period, thus, additional land put under cultivation accounted 
for 19.6 million hectares. The net area sown increased 
from 118.7 million heclaics m 1950-51 to 137.9 mdlion 
hectares in 1964-65. The existing area was even better 
utilized; in 1950-51, only 13.2 million hectares ..flandwa^ 
sown mote than once, but in 1962-63, ihc area incieased 
to 19.9 million hectares show.ng an increase of 6."’ ni'llion 
hectares being ‘■own more than once. 

During the last twenty years oi so. the incicase in net 
area sown has not been Mifficicnt to red.ice the pressure of 
population. While the net area sown incieased from 118.7 
million hectares in 1950-51 to 137.9 million hecta.es, popu- 
lation increased from 361.09 million in I9.S0-5I to 486.99 
million in 1964-65. This gwes per capita availabih’y of 
cultivated land of 0.33 hectaie in 1950-31 and 0 28 hectare 
in 1964-65 showing 15 per cent decline over the 
period. 

Even if we conside’" the total cropped area, the position 
does not improve much. In 1950-51. the total cropped area 
amounted to 131 9 million hectares which in 1964-65 incre- 
ased to 158.1 million hectare^ showing i decline in per capita 
availability of cropped area from 0.37 hectare in 1950-51 
to 0.32 hectare in 1964-65. Increases in irrigated area have 
occurred only iccently; net area irrigated which in 1950-51 
amounted to 20.9 million hectares increased in 1962-63 to 
22.5 million hectares and in l‘^i)4-65 to 26.2 million hectares. 
Such increases have not been able to reduce population pressure 
on land in any significant measure. 

Supply of toodgraim 

Output of foodgrains during 1967-68 reached the record 
level of 95.6 million tonnes, or 28.8 per cent more than the 
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rather than purely economic factors, have seriously im- 
pinged on agricultural prices. Farmers have been too much 
sheltered. National agricultural price has not emerged and 
the creation of food /on^s has been an important impedi- 
ment in this respect. Minimum support prices, procure- 
ment prices, and many oiher types of controlled prices 
have provided disincentive to the agriculturists for economiz- 
ing the cost of cultivation. These controls have provided 
premium to uneconomic culti\ation. In several cases, they 
have even icsulted in reduced food pioduction and trans- 
fer to cash crops. Unrealistic agricultural price pclicy has 
failed to arouse among the farmers a sense of participci- 
tion in the colossal economic programme of development. 

The agiicultural sector has, however, provided a large 
volume of industrial inputs. The growing volume of production 
of cotton l<.\tilcs, jute manufactures, and sugar besides the 
increased production of tea, colfee, vanaspati, awid similar 
other articles has been possible as a result of agricultural 
development. Area of cotton cultivation has increased from 
4,926 thousand hectares in 1949-50 to 8,271 thousand hectares 
in 1964-65 and 7,827 thousand hectares in 1905-66 yielding 
2,596 thousand tonnes of cotton in 1949-50, 5,664 thousand 
tonnes in 1964-65, and 4,708 thousand tonnes in 1965 66. 
Jute cultivation has increased from 471 thousand hectares 
in 1949-50 to 839 thousand hectares in 1964-65 though in 
1965-66 the area under this crop declined to 748 thousand 
hectares; 3,114 thousand tonnes of jute were produced in 
1949-50 which increased to 6,021 thousand tonnes in 1964-65 
though its production declined to 4,985 thousand tonnes in 
1965-66. In 1949-50, 50,173 thousand tonnes of sugarcane 
was produced which in 1965-66 amounted to 117,606 thou- 
sand tonnes. Similarly, the production of groundnuts 
increased from 3,481 thousand tonnes in 1950-51 to 5,888 
thousand tonnes in 1964-65, but to. only 4,022 thousand 
tonnes in 1965-66. Tobacco production increased from 261 
thousand tonnes in 1950-51 to 346 thousand 
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tonnes in 1 964-65 and to only 274 thousand tonnes in 1965-66. 

These have been substantial increases. Significance of such 
increased agricultural outputs becomes clearer when these in- 
creases arc compared with declining imports of those items. It 
has been estimated that the share of imports to total 
estimated supplies of raw cotton declined from 27.8 per 
cent in 1950-51 to 12.3 per cent m 1955-56, 16.4 per cent 
in 1960-61, 10 9 percent in 1965-66, and 10.3 per cent in 
1967-68. The share of imported raw jute declined from 35.1 per 
cent in 1950-51 to 21.6 per cent m 1955-56, 17.5 per cent 
in 1965-66 and 15.1 per cent in 1967-68. Imports of 
oilseeds, oilnut>, and kernels have also declined over 
the period. Almost the entire indigenous requirements of 
tobacco (excepting for <i small quantity of specialized category) 
ate met from domestic sources. These data md cate that the 
Indian agriculture, excepting in a few cases, as in the case of 
cashew nuts, has been increacingly meeting the raw material 
requirements of the gi owing Indian industries. 

But, the co-ordination between agriculture and industries 
involves many other intricate relationships Dr R. Thama- 
lajakshi in her thesis A^iUultnre-lnduitrv Relutionship for the 
decade I948~49 — 1958 ’’<9 lias tried to quantify the contribution 
of these scctois to each other. She has stated that the demand 
by the industrial sector for all ,■ u icultural products, whether in 
intermediate or in final use, ».e. the maiketcd surplus of agri- 
culture products to the industrial sector alone, depicts a slowly 
rising tendency. Duiing the decade under examination, the in- 
dustrial demand for inputs from the agricultural sector has risen 
by nearly 2^ times, which clearly shows that the dependence 
of industi ial development on agriculture has indeed been increa- 
sing. 

Dr Thamarajakshi has further indicated that the percentage 
of total agriculture output marketed to the industrial sector 
alone has registered a rising trend, though of an imperceptible 
order. This substantiates the conclusion that the agricultural 
sector has increasingly, though not in a spectacular way as yet. 
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been contributing to the industrial development of the country. 

With regard to the supply of labour released from the agri- 
cultural sector for employment in the manufacturing enterprises, 
the problem has not been as important in India as in many other 
advanced countries. Only when employment level has reached 
a high mark with little surplus workmen for new and expanding 
enterprises that the question of deployment of labour and the 
availability of surplus manpower becomes significant. In India, 
there already exists abundant supply of factory labour. 

Dr Thamarajakshi, while analyzing the contribution of 
agricultural labour force to meet the requirements of the 
manufacturing sector, has suggested that there are two ways of 
doing so; firstly, thcr^ is the natural growth of population; and 
secondly, the rate of absorption in the agricultural sector itself 
might decline so as to release larger labour force for other 
activities. The first is related to general increase in population. 
But as far as the second is concerned, the agricultural sector of 
the economy has shown belter utilization of the work force on 
land. 

In the present context, the observation made by Professor 
M.L. Dantwala may also be relevant.^* He has staled that 
between 1951 and 1961, there was an addition of 49.26 million 
persons to the number of “woikers” in the country. The 
number of workers engaged in agriculture during these ten years 
increased by 33.92 million as against 15.34 million in other 
sectors, with the result that the ratio of workers engaged in 
agriculture has practically declined from 69.74 to 69.51. Pro- 
fessor Dantwala has further emphasized that the desirability of 
not adding to the number of workers engaged in agriculture in 
1961 during the subsequent period, with the likely increase in 
population, would require the annual rate of absorption in the 
non-agricultural sector to be about 5.5 per cent. From this, it 
can be seen that the agricultural sector has not been an impedi- 

L. Dantwala, “Agricultural Employment in a Developing Eco- 
nomy,” Readings in Economic Theory and Indian Agricultural Policy, pp. 

534-5. 
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meat in meeting the industrial requirements of working force. 
It has, in fact, been stated that the agriculture works as the 
“shock absorber” for seasonal, frictional, and technological 
unemployment generated in “non-agricultural” sector. Agricul- 
tural development in this way has much more “welfare content” 
than it is generally believed. 

Impact on Foreign Exchange Earnings 

During the course of economic development, there is great 
urgency to acquire a large amount of foreign exchanges. One 
way for doing so is to increase the exportable surplus. Agri- 
culture has to play an important role in this regard, but the 
Indian agriculture has not as yet yielded satisfactoiy result. The 
country is not yet self-sufficient with regard to her food require- 
ments. Imports of foodgrains have been increasing. P.L. 480 
imports, which amounted to Rs 1,368.5 crores by the end of the 
Third Plan period, do not require immediate foreign exchange 
payments but under recent agreements, the transport charges 
have to be paid in US dollars. Thus food imports have been a 
drain on the country's foreign resources. 

Imports of agricultural implements, tractors, and fertilizers 
have also been increasing during recent years. Imports 
of agricultural mad ncr> and implements which amoun- 
ted to Rs 7 crores in 1950-51, increased to Rs 10 02 crores in 
1965-66 and Rs 1 1.93 crores ii 1966-67. Imports of fertilizers 
increased from Rs 12.35 crorts in 1950-51 to Rs 96.70 crores 
in 1966-67. These two items taken together amounted to 2.9 
percent of total imports in 1950-51, which accounted for 3.9 
per cent of the total in 1965-66 and 5.8 per cent in 1966-67. 
This increase took place when the total imports have also been 
increasing. Evidently, argricuUural development implies 
greater foreign exchange expenditure. 

As against this, it may also be noted that the Indian exports 
of tea, coffee, oilseeds, cashewnuts, jute manufactures, sugar, 
and similar other items for which agriculture provided the basic 
material, have also been increasing. Exports of tea increased 
from Rs 80.42 crores in 1950-51 to Rs 180.2 crores in 1967-68. 
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Details of the agricultural exports arc already given elsewhere 
and their difficulties have also been discussed there. Here, we 
may, however, indicate that the main difficulties have been 
mainly exogenous, though internal factors have also contri- 
buted in this regard. Bui, considering the overall position, it 
may be suggested that the agricultural development, in spite of 
its failing on the food front, has made substantial contribution 
towards foreign exchange earnings. The Indian exports even 
today, primarily remain agro-based. and the agricultural sector 
has adapted itself well to this task. 

Resources Jor the Plan 

How much the agriciiltuial development has contributed 
towards the raising of the financial resources for the Plan is 
difficult to assess. By taking the three ma.n soure.:s of agricul- 
tural contribution, namely, land revenue, agiiculliiral income 
tax, and the cess on sugarcane to the combined revehuc receipts 
of Centre, State, and Union Tcrntories, it may be seen that the 
agricultural contiibution has beta declining The receipts from 
land revenue have increased fiom Rs 51.57 crorcs in 1950-51 to 
Rs 95.08 crorcs in 1967-68, the agriculiunil income tax rose 
from R^ 3.59 croics in 1930-51 to Rs 11. 01 croics in 1967-68 
and the cess on sugarcane during this period increased from Rs 
2. 16 crorcs to Rs 11 .00 crores. The total contribution of these 
items to the total revenue receipts, howevei, declined from 7.2 
per cent in 1950-51 to 2 6 per cent m 1967-68 implying that the 
relative significance of these items has been declining. 

The expendituie on agriculture and ruial development has 
been increasing under the impact of planned development. 
Taking development and non-developmcntal cxpendiliiics logc- 
iher, the level of such expenditures in 1950-5) amounted to Rs 
29.31 crorcs which increased to Rs 401.48 ciorcs in 1967-68. 
These figures may be confusing, but the fact that tlie level of 
expenditure on the agricultural (and rural) sector of the eco- 
nomy has been out of proportion of the total receipts from it 
cannot be disputed. This sector has, however, been mobilizing 



AGRICUT TURAL DEVLLOPMENT 


245 


a portion of its savings through the usual commercial channels 
such as, banks and co-opcrativc sociclic'*, but that contribution 
has not been substantial. It is true that many agriculturists 
have begun nvestina in large-scale agricuUural implement, 
manufactunng enierpriscs as well as in several fertilizer units, 
but the total of such investments has not yet midc any impact 
on the national economy It m ly, therefore, be concluded 
that the agricultural sector has received much more attention 
and national rcsvmrces than it ha>, Cvmtnbuted from it^ own 
savings. The need for channellizmg the rural savings is great 
Agj iculture should not be the dumping area for the savings 
created in ollur sectors of the economy, which it hrij dv*ne so 
fai. 


Impact on Rinal De\elnpnicnt 

Rural development, almost all o\er the woild, hinges around 
the progress made in agriculture. Intact, ‘-agiicultural imp- 
rovement is an integral part of the much wider pri>blcm of raising 
the level of rural life. The economic aspect of village life 
cannot be detached from tlic broader social aspects: and agri- 
cultural improwment is ineUiicably linked up with a whole set 
of social problems.” It has already been indicated that agricul- 
ture is rather a way ol life, therefore, any improvement in this 
sector must necessarily be refleclcd in the general improvement 
in the lural community 

This integral approach to the \illage life was acknow- 
ledged in India at the time of the formulation of the First 
Plan when it was staled that the “peasant's life is not cut into 
segments in the way the gosernment s activities are apt to be; 
the approach to the villager ha- Miereforc, to be a co-ordinated 
one and has to comprehend his whole life." For this very reason, 
many programmes were initiated during the First Five Year Plan 
which aimed at improving the conditions of agriculture expec- 
ting that other sectors of the \iliage life w^ould also consequently 
improve. 

The Community Development Programme and the National 
Extension Services were initiated in 1952 with the same 
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objective. Under these programmes, it was hoped that 
the growth of agriculture would have profound impact on 
related industrial activities which might activize the rural 
economy. The Karve Committee recommendations for decen- 
tralization of industries in rural areas highlighted the vital signi- 
ficance of rural development based on agricultural prosperity. 
In 1956, 26 Community Industrial Pilot Projects spread all 
over the country were sponsored with a view to encouraging co- 
ordinated development of rural areas. 

Another landmark in promotion of rural development has 
been the appointment of Rural Industries Planning Com- 
mittee in 1962 by the Planning Commission. This Committee 
worked out a scheme of 49 Rural Industries Projects with a 
view to integrating agricultural development with rural in- 
dustrialization and thereby eliminating underemployment in 
rural communities and providing better opportunities for the 
application of human and financial resources of*lhe growing 
villages. None of these have, however, succeeded in making 
much impact on the rural living. Even the setting up of Rural 
Industrial Estates has had only feeble influence. 

While explaining the approach to various programmes 
of rural industrialization, the Development Commissioner, 
Small Scale Industries, K. L. Nanjappa, has emphasized 
that “agriculture cannot be divorced from any consideration 
of industries. Agriculture is the basic source of livelihood 
for the rural people and its revitalization is of the utmost 
importance.” Agricultural giowth must induce agro-industrial 
development which could activize ruralization of a large 
variety of manufacturing activities and thereby raise the 
rural level of living. In fact, agro-industrial development 
and agricultural progress arc mutually interdependent. 
“Whenever agro-industries are set up, there are signs of 
traditional methods of agriculture slowly giving way to 
modern techniques and knowledge.” But, so far agro- 
industrial development has been in disarray. 

It is not possible to quantify the impact of agricultural 
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growth on the development of rural industrialization. 
Rising agricultural prices, mechanization of agricultural opera- 
tions, introduction of chemical fertilization, monetization of 
the rural sector, commercialization of agricultural surpluses* 
as well as the increase in educational facilities and improved 
transport connections should have begun a new life in Indian 
villages. Notwithstanding the general improvement in certain 
isolated areas of the country, a large section of Indian rural 
population still suffers from poverty, ignorance, and “unbala- 
nced living.” A transistor, a wrist-watch, and the nylon do not 
compensate for a better house, good furniture, nourishing food, 
and a good life. The main reason for this unbalanced living 
has been the inability of agriculturalists to have confidence in 
their rising prosperity. Farmers arc aware that their prosperity 
is very much dependent upon the artificial buttress from the 
govcinmcnt and the vagaries of nature. Such gains cannot be 
channellized to those amenities of life >^hich would regularly 
demand higher levels of expenditure. This goes to the root of 
rural problems. Agriculture has failed to activize the urge for a 
good rural life on a secure basis so that such activities which 
depended upon higher local consumption expenditure could be 
established there. 

Need for a New Direction 

During the last twenty ye..rs or so, much progress has been 
made in the sphere of agricultural development but much more 
still remains to be done. Unless a radical transformation is 
brought about in the agricultural sector, a large bulk of Indian 
population would remain in a pitiable condition. The living 
conditions of Indian village must change. The agiiculturists 
must obtain appropriate share in the national cake. The share 
must be equitable, which implies that there should be perfect 
viability of the agricultural sector. The manufacturing sector 
should not permanently buttress the agricultural sector. 

It is difficult to indicate the goal which should be attained in 
any sector of development. It depends on many factors. But no 
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sector should be a parasite on another. If an agricultural 
worker has been unable to produce output which could fetch 
the same price as that of a factory worker, his expectation of a 
wage rate equal to that of the latter may not be justified* No 
system of human organization has ever provided equal remun- 
eration for all types of activities. If that happens, there 
would be chaos. Therefore, the agricultural worker and the 
factory labour will necessarily have different rates of remunera- 
tion. As such, there would be differences in their living stand- 
ards. This is the first point which must be recognized and 
acknowledged at the very outset of agricultural planning. 

There is, however, much scope for improvement in agricultural 
earnings. Israel and Japan have only 0.17 and 0.06 hectare of 
arable land per person as against 0.35 hectare in India, but 
their income from land has been as high as (US) $562.50 and 
(US) $1,055.28 per hectare respectively. These arc earning^ 
very much higher than those available in India. This shows 
that the possibility of raising the per capita earnings of Indian 
agriculturists has been much more than available so far. 
Indian agriculturists have been raising their productivity; 
their earnings have also been increasing. But, so far, they have 
enjoyed shelteied conditions. State patronage has been an 
important reason (or their bctteimcnt. This should continue 
till they are able to stand on their own. But, twenty-year 
period is a long duiation for any unnatural piolection. Agri- 
culturists must realize their obligations to the nation and begin 
throwing away their crutches. 

One of the difficulties facing reorganization of the agricul- 
tural sector has been connected with the fact that agriculture 
is very much a way of living. Any legislation which affects the 
agricultural sector of the economy also influences the living 
conditions in rural areas. Therefore, socio-political enactments 
relating to land reforms, agricultural prices, and subsidies 
cannot be isolated from the economic consequences of the 
same. Fragmentation of holdings is harmful for large-scale 
mechanization, capital intensification, enterprising commer- 
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cidliZcition, and for other activities which go to transform the 
agricultural ccon nn) 

From this sti’idp )int, the Jaw of pnmogcnituie is much 
better than assign iig inheiitinc^ right to c\ciy son and dau- 
ghter Fixation ol (sm ill) ceilings on land holdings may 1 jvc 
social and politic il o\ciloncs, bat it »s undesirable from eco- 
nomic point of Mc'v Th sc ire some of the examples to 
indicate llie dilTicull nuure if he dcci'snns in\ol\ed. 
It IS dajigc i>us to mix pni it )l in I ic >ni>mK »1 con iih lations 
when n itiOna^ piosp^iiix u the objei tiVc S »ci u p^onttnl ot the 
lural uplift piogrunnu sh idd b. t vkl J on i d difTcicnt 
frirni ^^hc w( n loiuliu of the pri'^nmiiiv. \ U lacs must 
impr(\c, but cUviMig pcin in nl nn Kdimciits in the process 
ot vcon mils prt max n »t be d ir bk Many t f the 

pres n en i-w m^n,^ dv> it si.r h 'pul Thcr^ re man> 
x\a's cf lural inldi, lonic il "uch midit help agricultural 
dcxclopnuni where is < iluis might KMtd its piospeiitv 
rfl »rl '‘lu ulii be m Jl t ' c 'e( III g ihc U rm,.! aixl el» ninate 
the laltci 

Pre^entl^, in 1 idi i, much enu n h is oecn ^ r ni ed about 
agiicu’ tirv and I u‘< 1 upMt IheivltiL n is n lC sar> tha 
piiblu opiiinn i> ui i' d u)r ii ohj ^tne sUaI) oi the agrieul- 
iLiial pj >b'em It m ly be belnlul to ituse t le b >c ariieultiiral 
pjobkm*- md discu^'i the r^j'* reussu n> ol xaiuus legislations 
and eiii..imeins ulaling to them 1 Ik ag leiiburistv must bo 
cduc lied about il ell oppo tunitKS, lesponsibilitics, and difli- 
culties Thex should ilso be prep iied b> gr ulual withdrawal 
ol prolcciion to lae* the u ilities ol mnket foice^s But, this \ , 
indeed a diflieiill Msk 
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RURAL INDUSTRIALIZATION 

Probllms of lural industrialization are difficult to compre- 
hend and arduous to implement Anyone who has been inti- 
mately connected with the task of Indian rural development 
would agree that the large-scale industrial plans intended for 
the country have not made an> significant impact on the rural 
life The desire to transform their village communities in 
order to enjoy the gams of contemporary technological achieve- 
ments has not yet been aroused among the village folk Theie 
have been many instances of several large-scale mechanized 
farms having been initiated for agricultural development, but 
their influence has been feeble in creating any stjpial change. 
These developmental activities have failed to bring any 
radical change in the Indian village life 

Instances have occurred to show that the large-scale planta- 
tions using modern and scientific techniques have developed 
in the middle of a peasant farming area but they have not 
been able to create any “demonstration effect” on the 
neighbourmg agiicultural regions The big industries also 
have not established any “industrial ladder” by which the 
necessary inputs like steel, fertilizers, and pesticides produced 
in an industrial area could be brought to small faimers 
even twenty miles away. These farmers have not been 
motivated to modernize their farming techniques cither These 
clearly suggest that the agricultural development has been, as 
It were, like an island nowhere integrated as a part of the area 
development programmes ^ 

'Presidential Address delivered by Dr SR Sen at the All India 
Agricultural Economics Conference held at Baroda in December 1939. 
Reproduced in Suattgy of Agricultural Development, SR. Sen, Asia, 
Bombay, p. 10. 
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This shows that the existing kind of industrialization 
programme merely creates “enclaves”; it does not seem to 
initiate continuing growth process, specially in rural areas. 
This emphasizes the need for evolving a new strategy. The 
main difficulty in this regard arises from the neglect of the 
fact that rural industrialization is intimately connected with 
the rural life of the population. Any fundamental change in 
this direction can take place only by tackling the problems of 
rural life comprehensively. A new approach in this direction 
would be necessary. It is likely that a new theory of rural 
development itself may have to be evolved. It is not merely a 
problem of “regional imbalance,” rather it is a question of new 
experimentation. Very few countries of the Western civiliza- 
tion have had any such expeiicnce. In this chapter, there- 
fore, an attempt will be made to sec whether the task of 
rural development can be tackled by emphasizing the role of 
any special type of industrial development in such areas. 

There is no presumption on the part of the author to suggest 
that the answer to the question of rural development is agro- 
based industrial development. His primary objective has been to 
emphasize the importance of a new strategy to the problems 
of rural development. It is, how'ever, expected that the develop- 
ment of agro-based industries in these areas might arouse the 
urge to industrialize, earn more, save more, and invest in 
newly establishing rural industries so as to derive larger share 
in industrial gams and thereby enjoy a better standard of living. 
This might make the peasants partners in the national develop- 
ment programme. As a result of this process, they might 
enthusiastically partake in the gain,-* of overall development 
planning. Thus, a new developmental process could be 
initiated which might destroy the isolation of the Indian 
villages and eliminate them as isolated blocs of under- 
development. 

Low Income-High Consumption Areas 

Economists have agreed that the development of any area 
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would depend upon the investment resources mobilized foi the 
region. These could be obtained either from the domestic 
resources or fiom the external sources. For any continuing 
giowth process, the necessary resources must be generated in 
the region itself Only in that case, the development of the area 
could be viable But the lural areas aie so much handicapped 
that they aie unable to mobilize an> substantial savings fiom 
their ovn incomes Per cap ta income ot the ruia^ population 
IS considciabl> lower than their per capita expcndituic ^ As a 
re ull ol this Situation, theie is noth ng left with the villagers to 
contribute towards the developmental requirements ot the 
region 

This couelus on has been chahenged by man> pci sons Ii has 
been ‘stated that the progress made during the list two decades 
in lural aie is has been substanlu 1 and the lural population has 
also been able to invest in sevciai impoit ml industnal concerns 
This may not be disputed, but the lact that ii mains to be 
(xamincd s that the ruial arca> in spUe of then doing well arc 
unable to earn adequate income torn decent living and in 
aggregate terms they earn less than whai they spend on con 
sumption Items Win thcr this gip represents the magnitude 
ol rural indebtedness or not is a secondary matter in the 
piesent context If the amount earned in the iiiban aieas ind 
lemittcd to village inhabitants has been ‘‘pent bv them on 
consumpt on items this may '•ubstantiate the contention that 
the ruial income is less than then expenditure on consumption 

from the rough and ready data it has been lound out th it the 

^National Simple Siirvev J5th Round relating to July 1^59 to June 
I960 period give'’ R 20 03 as per e ipit i rural monthly consumption 
expendituic In 1960-61 net national product at factor cost amounted to 
Rs 14, HO crores of which 48 7 per Cent eamc trom agricultural sectoi 
which has been assumed as ruial earnings In 1961, there were 3*59 
million nhabitants in Indian villages On the basis of these figures, 
per cap 1 1 monthly income of luril population would be Rs 15 9 
This way of arriving at rur il eirningd and expenditure is very crude, 
but in the absence of any batci d it i readily avail ible this may seivc the 
present pui pose , 
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rural earnings give only about Rs 16 pci individual per month 
whereas he spends about Rs 20 during that penod T oi the 
piesent purpose, the uiban income made asaihible to the rural 
population IS not t.ken a*’ luial cain.ngs Gincially ipcaking, 
the iollowmg diagiam itprcscnling the iwlalion'>hip bi.iw n 
I ural income and consumpuun txpendituie can be ci nsideied 
applicable to most of the under desek \ cd icgioiiN 

DIAGRAM SHOWING 
RURAl INCOMt AND EXPtNDnijRl 



The abo\c diagiara shows the rt'ationsliin betwnn tin. leve', 
of income and <he c m-.umption cxpei iiturcin rui il aici-< With 
incicasing levels ol income ti naniuul propens t> to consume 
declines though the absolide quantum of expenditure may 
continue to incrciie Until the income level i caches OY', the in- 
dividual would ineur more expenditure than his income The 
orimaiy task ol the rural economy is lO obtain adequate 
amount of icsourccs ficmt the local sources which could be 
chamiellued lot legioiiiil development programmes. It the 
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development has to be self-sustaining, it is necessary that 
the rural savings increased. This can happen only when 
the rural income is raised. First, the rural earnings should 
increase to the level OY' where the earning of rural inhabi- 
tants is equal to their expenditure on consumption items, 
and then, the earning should go beyond OY' so as to generate 
local saving potential. The relationship between PP' and YP' 
in some way indicates the impediment facing the region. In 
order to initiate viable growth in the region it is necessary to 
eliminate PP' completely. This can happen naturally when 
the earnings of the individuals arc increased. 

Consciousness of Regional Development 

So far we have assumed that the monetary factors are impor- 
tant for aclivi/ing the rural development process. Traditional 
economic analysis lays down that the availability of adequate 
levels of investment icsources would be able to mducc the 
growth process. But, it is not difficult to see the inadequacy 
of the above argument. If financial resources were the sole 
requirements of developmental activities, the amount of exter- 
nal (to the region) resources invested in the rural areas should 
have been able to create a new world of economic prosperity 
in these regions which has not so far taken place. 

Experiences of the recent >ears have been suggesting that the 
real problem facing the underdeveloped regions has not 
been financial. There arc many other dimensions to the 
problem. It is helpful to take into account other motivating 
factors and then evolve an appropriate strategy for the rural 
development programme. In this context, Professor Moriemon 
Ito of the Commercial University, Otaru, Japan has done a 
yeoman’s service. Professor Ito has done a pioneering work in 
quantifying such non-economic factors and making them 
measurable.® For the sake of better exposition of the problem 

’Moriemon Ito, “Stages of Economic Growth and the Consciousness 
of Regional Development,” Dissemination of Knowledge Series, No. 23, 
January 1968, Asian Productivity Organization, Tok>o, pp. 1-15. 
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in hand, it may be useful to indicate briefly the line of thinking 
of Professor Ito. 

Professor Moriemon Ito has indicated that besides “such 
exterior bounties as capital and technology, there is consider- 
able importance of political, social, and cultural factors.” 
Therefore, he has suggested that the “stages of economic 
growth and policies followed accordingly should be determined 
in the correlations of the economic, political, social, and 
cultural factors for regional development.'* Success of these 
policies would depend upon the volition of the people which 
results from the inhabitants’ consciousness for regional develop- 
ment. This consciousness can be positive or negative as 
indicated below:® 


(+) P/f/A 

(1) Independence Consciousness 

(2) Participation Consciousness 

(3) Superiority Complex 

(4) Open-Mindedness 


( — ) Minus 

Dependence Consciousness 
Jndiffciencc 
Inferiority Complex 
Close-Mindedness 


The four main factors of economic development and the 
four stages of social consciousness (with their plus and minus 
values) would represent, according to Professor Ito, a quadrila- 
teral, not necessarily a rectangle, within which the stages of 
economic growth as suggested by W.W. Rostow can be easily 
plotted, as given in the diagram on the next page. This diagram 
would also be able to suggest what further non-economic or 
economic programme of action would be necessary in order to 
energize the developmental activities. The diagram, according 
to Professor Ito, represents the Indian situation. Arrows 
in it show what further actions are necessary for activizing its 
growth.® 

p. 1. 

'/6M., P. 3. 
p. 9. 
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diagram showing the relationship between 

ECONOMIC AND NON-ECONOMIC FACTORS 



In the abo\e diagram, SI lepresents social factors, PF 
political factors, CT cultural factois, and FF economic 
factois. rr suggests primal y emphasis and the sccondaiy 
emphasis which would be needed for the required direction of 
rcgicmal development. 

The aim of evciy programme of regional devLlopment is to 
approach Jslage IV at a faster i ate. It can happen when the 
intersection point P of the straight lines and CD moves from 
Stage I to Stage IV rapidly. The diagram suggest the 
foiccs necessary tor inducting the legional economic develop- 
ment on the desired path. The degiee of open-mindedness, 
which signifies hov' much the region is willing to absorb the 
developmental influences, namely, acceptance of outside techni- 
cians socially, integration of the output produced locally in 
their consumption pattern, etc., can be measured along the 
line SF-CI ; pioxinuty to SP suggesting closc-mindcdness. 
Participation consciousness refers to the cooperation and 
intiativc of the local people in evolving programmes of develop- 
ment, etc., nearness to PF shows higher measure of the same. 


INDEPtNbENCE CONSCIOUSNESS 
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If the people are ready to sacrifice their consumption and 
generate savings for local development activities, this could be 
measured along the line PF-EF. Similarly, when the inhabitants 
take pride in belonging to a particular area, higher degree of this 
attitude would take them from CF to EF. If these states of 
social consciousness are appropriately developed, the point 
P would correspondingly move fiom Stage I to Stage IV.’ For 
this movement, certain primary and secondary inducements 
are necessary; policy decisions relating to regional development 
should aim at providing those inducements. 

In India, it has been suggested that the primary need is to 
improve cultural (technological) level through the fostering of 
superiority complex and participation consciousness with 
secondary emphasis on political factors with independence 
consciousness and open-mindedness. TliCbe would take the 
underdeveloped region from the stage of traditional society 
to that of take off stage. 

This, in short, is the summary of Professor Ito’s approach 
to regional development, in Indian conditions, it seems 
appropriate to consider those forces to which Professor Ito refers 
to. This approach brings together political, social, cultural, and 
economic forces, and suggests how they could be mobilized for 
regional development. Experience has shown that all these 
forces have been operating on the Indian programmes of 
economic development. A comprehensive analysis of these 
forces however has not been possible here. What is attempted 
here is to show how best these suggestions of Professor Ito can 
be integrated with the programme of rural development so that 
it could energize the village economy in an effective manner. 

Appropriateness of Agro-Industries 

Most of the Indian villages have still been in the early stages 
of traditional society. In order to push them from that 

’These stages refer to Professor W.W. Rostow’s Stages of Growth, 
namely, Traditional Society, Preconditions for Take-Off, Drive to 
Maturity, Maturity, and the Age of High Mass Consumption. The last 
two stages have merged together in the present analysis. 
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Stage to that of take-off and further to maturity, it is necessary 
to organize and mobilize non-economic as well as monetary 
factors in the most appropriate manner. Some lines of 
business activities are very suitable for this purpose because 
they permit the possibility of integrating all the four factors 
enumerated above for the development of the region. Establish- 
ment of agro-based industries in r'lral areas may be one such 
activity which could enable the village community to feel 
active about it. 

Even the international experts have thought that the “rural 
villages and towns* have natural locational advantages for 
some agriculture-based industries and a few other types 
of industry not very dependent on urban economic 
advantages may also be successfully fostered there.”'' But one 
must be cautious in this approach, in case due regard is 
shown to the appropriateness of technology and suitability of 
location, agro-industrial growth could induct flon-economic 
factors as well as it might arouse adequate social consciousness 
for the rapid development of the area. The most significant 
advantage of agro-based industries has been its ability to 
break the frontiers of the “rural enclaves”; agro-industrial 
establishments have great possibilities for integrating themselves 
in the socio-economic fabric of the rural community. 

Generally speaking, agro-based industries include all those 
industries which obtain their major inputs from, or which 
primarily meet the requirements of agricultural sector, but this 
generic definition of agro- industries does not serve much 
practical purpose. According to this definition, all the textile 
mills located in Bombay could be considered as agro-based 
because cotton is an agricultural product, so would be the jute 

*RuriiI villages and towns imply agricultural locations; in West many 
villages and towns are not necessarily agricultural. The phrase sounds 
odd in the Indian context, but it seems to have been deliberately used. 

*Report of the International Penpective Planning Team, sponsored by 
the Ford Foundation, Ministry of Industry, 1963, p. 126. 
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mills located in West Bengal because they depend on jute, 
which is an agricultural product. That is certainly not the 
objective of this categorization. 

In order to decide the industries which have relevance in the 
present context, a list of agro-based industries has already 
been finalized in consultation with the Planning Commission, 
Central Small Industries Organization, Ministry of Food 
and Agriculture, and the Ministry of Industrial Develop- 
ment. This list is divided in two parts consisting of (1) agri- 
cultural processing and allied industries, and (2) inputs 
required for agriculture, animal husbandry and fishery, etc. 
The first category includes (a) food products, and (h) non- 
food and allied products such as textiles and fibre industries, 
wood and timber products, and miscellaneous items sueh 
as bricks and tiles, tanning and leather products, fertilizer 
formulation and natural rubber processing, etc. The second 
category refers to (a) mechanical engineering products, agri- 
cultural implements, poultry farming equipment, slaughter 
house equipment, etc., and (b) pesticide formulation. 

This list, in fact, is a huge one, but the guiding consider- 
ation in finalizing the list has been the inclusion of all those 
items which could be processed or fabricated in the rural or 
semi-urban areas with minimum assistance, either by way of 
importation of industrial inputs or of technical help 
from outside the region. Such fabrications, it is hoped, by prov- 
iding employment opportunities in rural areas and thereby 
raising the levels of income would enable the inhabitants to 
consume a large proportion of the total output thus pro- 
duced in the region. This in turn would again lead to increased 
effective demand for the agro-based as well as other outputs 
available there. Thus a chain reaction for activizing a series of 
rural industries could be started. 

It is true that the governmental assistance for the development 
of these industries may be necessary during their initial stages 
but this dependence on outside assistance, whether governmental 
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or Otherwise, should gradually taper off. Whether this expecta- 
tion remains merely a pious hope or succeeds in achieving the 
object in view would depend upon not merely careful selection 
of the right type of industries but also on several other 
economic and non-economic factors. 

Fitting Agro-Based Industries in 
Standard Pattern of Industrialization 

The programmes of rural industrialization in India have not 
made much impact because the “Standard Pattern” of industria- 
lization which usually follows the growth process in every 
country has been overlooked. The standard pattern of industria- 
lization suggests that the three broad classes of industry that 
spring up as a country enters upon modern manufacturing have 
been (i) essential consumer goods, (ii) capital goods necessary 
for construction activities, and {Hi) natural export industries.® 
These industries generally depend upon locJilly available raw 
materials mostly of the agricultural origin; they also employ 
simple technology and modest capital, which lie within the re- 
ach of local inhabitants. It is only at a later stage that more 
sophisticated and complicated items of manufactures are pro- 
duced. This description does not take anyone long to realize 
that the agro-industries of the type we have been discussing so 
far come at the very initial stage of the growth process. 

While giving details of the standard pattern, George B. Bal- 
dwin has indicated that these industries which are incorporated 
at the initial stages of industrialization have horizontal, verti- 
cal and exogenous growth with forward and backward linkages 
as the society develops. The rationale of this course of develop- 
ment rests with the fundamental fact that all forms of business 
activities to be of the continuing nature must be related to the 
local resources and requirements of the people. That is probably 
the reason why Mahatma Gandhi emphasized the role of 

'George B. Baldwin, “Industrialization; A Standard Pattern”. Finance 
and Development, International Monetary Fund, Washington, Vol. Ill, 
No. 4, December 1966, p. 274. 
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natural consumption pattern and its mtegration with the pro- 
duction possibilities of the community 

The standard pattern of industrialization, in fact, derives its 
sustenance from the basic needs of the people and natural link- 
ages between different items of production. There is nothing 
‘"Western” or “Oriental” about such natural relations as many 
persons think. Because the generalization about this sequence 
of industrial growth is based on the natural principle, of econo- 
mic development, it is not only imperative but even logical that 
all programmes of industrialization, whether in India or abroad, 
whether in rural areas or in towns, should be prepared after 
taking into account this generalization which, however, may 
have variations in details but not in its basic structure. Wherever 
the structure of development has been in consonance with the 
basic principle of this pattern of industrialization, encouraging 
results have been achieved. 

For example, the Chinhat experiment of the Planning Research 
ami Action Institute, Lucknow, has shown that the production 
of agricultural implements, rahat buckets, sanitary latrine seats, 
pottery items as well as textiles and readymade garments for 
meeting the local demand has been able to generate substantial 
investment resources. The Sangli complex of industries starting 
with the establishment of co-operative sugarcane crushing mill 
keeping in line with the standard pattern of industrialization, led 
to the growth of such diversified industries as indu .trial alcohol, 
paper and paper board, fibre board and furniture, etc., which 
in their own turn have assisted the emergence of groundnunt 
processing units, hume-pipe factorv, agricultural implement 
maunfacturing units, leather goods and footwear manufacture 
and the production of pumping sets, ctc.^^ These examp- 
les would suggest that the emergence of rural industries 

“Bepin Bchari, Gandhian Economic Philosophy^ Vora, Bombay, 1963, 
pp. 54-8. 

^^Bepin Behari, The Role of Cooperatives in the Development of Agro* 
Based Industries in Sangli District, DCSSIO, Ministry of Industry, 1967, 
Mimeographed. , 
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should be in consonance with the natural pattern of indus- 
trialization, if they are expected to generate the multiplier 
effect to the desired extent. The question of standard pattern of 
industries, however, needs going into greater details. 

Scale of Industry and Capital Intensity 

In order to make agro-industrial development a success, 
it would also be necessary to consider in this context, (i) 
right choice of technology, and (//) proper size of the 
enterprise. The technological choice involves difficult invest- 
ment decisions. E. F. Schumacher has suggested that “the 
cost of work-place should be fairly close to the amount a 
man can earn in a year. Many rural industrial estates 
have failed to enthuse rural entrepreneurship because the 
rents of these sheds have been “very high.”^® 

A “high-technology factory” situated in a rural area may 
in fact generate income not foi the area where It is located 
but mainly for the area from which it obtains its equip- 
ment and raw materials. ... If the existence of the “high- 
technology factory” in the rural area, through its apparently 
low-cost production killed off the locally established “low- 
icchnology” production of similar articles, the locality 
itself is actually impoverished.^^ 

This is why the establishment of highly sophisticated indus- 
tries in Chhota Nagpur or the highly mechanized large-scale 
plantations in Assam have failed to initiate developmental 
processes in the neighbourhood, whereas the small-scale 
units in the Punjab where more than 40 per cent of mach- 
ine tools in the country are produced, whose industrialization 

”E. F. Schumacher, “Reflections on the Problem of Bringing Indust- 
ries to Rural Areas,” Appropriate Technologies for Indian Industry, Small 
Industry Extension Training Institute, Hyderabad, 1964, p.41. 

^^Industrial Estates in India^ Development Commissioner, Small 
Scale Industries, Ministry of Industrial Development and Company 
Affairs, New Delhi, pp. 32-51. 

^*E. F. Schumacher, op. cit,^ p. 34. 
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began on the availability of local talents for meeting the 
local agricultural requirements, have presently galvanised 
the entire State. 

In the Indian circumstances, the advantages of small-scale units 
particularly for those items which are connected with agii- 
cultural requirements of the rural areas are so great that it has 
been found that even the setting up of pre-fabricated small- 
scale fertilizer plants has comparative advantages over the 
large units.^^ In fact, the Japanese experience has also sug- 
gested that simple techniques should be used first and more 
complex ones introduced gradually.^® Whatever the level of 
technology, it should be such as to “induce a cumulative 
expansion” process. No attempt should be made to jump over 
the intermediate stages of technological development if the 
region aims at avoiding “in the midst of great poverty and 
a primitive way of life, a gleaming, streamlined new factory, 
created by foreign private enterprise."^’ 

Technology adopted for rural industrialization should be such 
as to make full (or optimum) utilization of available local 
resources, otherwise the “rural population would be im- 
poverished because a large part of the non-agricullural pro- 
duction would die awav.”^^ 

Locational Constraints for Rural Production 

Every industry cannot be established at all locations. In 
order to finalize the different items of manufacture that can 
be undertaken at different places, it is necessary that a comp- 
rehensive survey of the natural resources of the region is 
made for finding out the suitability of different agro-industries 
there. 

^®Phlllips Foster and Dennis Wood, “The Case of Small Plants in 
India/* Development Digest, National Planning Association, Washington, 
Vol. V, No. 2, April 1968, pp. 110-8. 

”Saburo Okit, “The Experience of Japan and its Implications/' SlETJ, 
Hyderabad, p. 30. 

”E. F. Schumacher, op. cit., p .31. 
p. 34. 
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Presently, data relating to agro-industries are very scanty. 
Office of the Development Commissioner, Small Scale In- 
dustries has made a study of agro-industries in nine Rural 
Industries Projects spread over in six States covering 444 units 
employing 4,689 persons and having assets worth Rs 2.44 
crores. Shri S. D. Thapar has also mentioned certain catego- 
ries of small scale industries which have comparative advantages 
over large-scale units.“ On the basis of output data, Shri 
Thapar has stated that “the small-scale industries would develop 
faster in industries like agro -based industries and non-metal 
based industries. ... Small-scale industries in the metal-based 
and textile groups might prosper in the long-run by entering 
into collaborations or working ralationships with suitable 
large-scale units.”*® 

These surveys suggest the necessity for more compre- 
hensive surveys in order to ascertain the differential advantages 
of diflerent categories of industries in different areas before 
they can be taken up for development in different regions. 

Growth Centres: A tea Development Programmes 

The agro-development should be integrated with the area 
development programmes of the region. ^This would be helpful 
for a comprehensive development of the rural areas.*^ ThLs de- 
velopment approach would arouse consciousness of regional in- 
dependence, self-reliance, and technolgical advancements which 
would also generate sufficient non-economic motivations 
for the regional development programme^ This would how- 
ever require careful selection of the areas and appropriate 
policy decisions. 

Different criteria for the Growth Centres, as these are called, 

**S. D. Thapar, Need for Modernization in the Small Sector, Mimeo- 
graphed, Small Industries Service Institute, New Delhi, 
p. 6. 

*^Report of the International Perspective Planning Team, pp. 
123-32. 
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are being considered by the Government of India.*^ The impor- 
tance of such centres has been recognized even by the United 
Kingdom which has been trying to identify and develop 
“Growth Points” in its own country. The Draft Outline of the 
Fourth Five Year Plan envisaged development of aboui 700 
such centres all over the country, approximately two such 
centres were expected in every district. Several States have 
already initiated action with regard to the identification of 
such Growth Centres: more than 286 Growth Centres have 
already been selected in dificrent States. But this is just a 
beginning of the stupendous task. The programmes of develop- 
ment ol these areas would in\ol\e much careful planning. 
Decisions with regard to the various industries that should be 
incorporated there will have to be thought of seriously. 
But in order to make this programme a success and to safe- 
guard it from falling in the same groo\e as the earlier ones, 
it is necessary that much careful planning of economic and non- 
economic factors is done from the very start. 

By coordinating the programme of Growth Centres with 
agro-industrial development, it is possible that this programme 
would be able to develop and arouse proper motivations for 
self-reliance as opj'oscJ to dependence consciousness on ex- 
ternal bounties and governmental assistance. In order to 
achieve this objective, it is recessary that the items for pro- 
duction in those regions arc properly selected and the levels 
of technology chosen in accordance with the resources avail- 
able there. 

*“The question of identifying Growth Centres vus discussed at the 
11th Meeting of the Small Industries in Community Development 
Blocks held in the Ministry of Industry in July 1966. At this meeting 
the following criteria were consideied; population range (15,000-50,000), 
rate of growth (faster than other areas m the Slate); proximity to an 
established industrial centre (20-30 miles away); functional orientation 
towards industry/commerce; mandi towns; convenient locational ad- 
vantages; and intensity of agricultural advantages. Some further de- 
tails can be seen from Report of the Sub-Group on Small Scale Industries 
o/i Five Ministry of Industry and Supply, New Delhi, 

July 1964, Chapters IV and^VI. 
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Cmclusion 

rrhe need for rural industrialization is undeniable. The level 
of rural savings is undoubtedly very low ; if the extent of gap 
which is presently being covered either by rural indebtedness 
or by receipts from outside areas is taken into account, the 
Retardation Quotient of rural areas would be higl^ This cannot 
be overcome only by increasing the levels of income and em- 
ployment. This is the crux of the problem. 

Agro-based industries are admirably suited for rural pro- 
grammes of economic transformation. The very nature of 
these industries is suclyihat they touch the village economy at 
many sensitive points. | The scale of operation and the struc- 
tural organization of agrVindustnes are such that the villagers 
would be intimately involved in their development. It cannot be 
an establishment imposed on the rural economy with outside 
assistance. Unless the participation consciousness of the 
people is sufficiently activized and the decisions with*regard to 
the setting up of these industries come from the people them- 
selves, the agro-based industries would lose the very essence 
of their advantages. The great success achieved by Shri K.L. 
Nanjappa, Development Commissioner, Small Scale Industries, 
in organizing Intensive Campaigns^^ which visibly make 
an impact on the rural economy is primarily due to the 
spirit of cooperation in formulating and implementing 
the industrial programmes of the region. The beginning of 
participation ccmsciousncss will also have some influence on the 
superiority feeling of the people. The scale of operation and 
capital requirements being within the reach of the people, 
they would be willing to sacrifice considerable portion of their 
income for the investment requirements of these industries. 
This will foster independence consciousness; people of the 
district where the agro-industries are set up would not 

••Besides the annual reports of the CSIO, see Intensive Development 
Campaign^ Small-Scale Industries in India, Souvenir Volume, Develop- 
ment Commissioner, Small-Scale Industries, New Delhi, 1968, pp. 
190-200. 
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n every case look for governmental assistance for the purpose. 
This will have a revolutionary impact. 

As a result of such psychological changes in the locality, 
there will be belter climate for labour-employer relationships 
which will markedly improve the income-coefficient of the capi- 
tal stock. When economic development begins on sound lines, 
the society would also be “open” to new entrants to the labour 
market from outside regions; it will also be more considerate 
to the outside technicians and will more readily absorb them 
in the community. Cultural factors are intimately connected 
with the level of technology available in any region, but this way 
of development where those techniques of production which are 
easily comprehended by the local inhabitants and for which 
the capital requirements are within their reach, arc introduced; 
the people would be “open” to the change and in this wa>, it 
would also be a process of culluial fusion, badly needed for a 
country like India. .\11 these changes would take place simul- 
taneously with the increasing levels of income. 

By developing agro-based Industries it would be easier for 
underdeveloped regions of India to move from Stage 1 of 
development to subsequent stages of growth. If the “enclaves” 
of industrially de'.'lopcd areas have to merge with the 
developing regions of the country, it is important that the 
agro-based industries are Tiven appropriate place in the 
programmes of rural development which the^e industries 
rightly deserve. 



CHAPTER VIII 

INFLATIONARY RECESSION 

Ever since independence, India has been passing every fifth 
year through acute economic strain. Five years after indepen- 
dence, in 1952-53, severe unemployment plagued the country 
necessitating an upward revision of the First Plan outlay. Five 
years later, in 1957-58, there occurred the foreign exchange 
crisis. This led to the division of the Second Five Year Plan 
in Part A and Part B — the former considered as the “core” of 
the Plan for implementation purposes, and the latter to be 
taken up only if additional resources became available. Again, 
after five years, in 1962-63, the Indian economy was seriously 
disrupted. This time, it happened due to the Chii^cse aggres- 
sion. The cycle was repeated once more in 1967-68 when the 
Indian economy was paralysed by the disturbance which the 
Economy Survey, 1967-68, categorized as “Recession.” 

Lest such disturbing cycles repeat, it is necessary 
that the causes of such fluctuations are investigated in 
depth and remedial measures initiated. During the 
course of economic growth, it is natural to expect that prices, 
demand, and production would change significantly, but 
periodicity in these fluctuations causes anxiety. Such fluctua- 
tions have several undesirable sociological, political, and 
economic repercussions. These fluctuations, directly or indirect- 
ly, affect every individual. Periodicity of such fluctuations has 
often been categorized as trade cycles of which the economists 
talk in a very specialized language. But, this is a phenomenon 
with which every individual ought to be familiar so that he 
could undei stand and appreciate the complicated nature of the 
problem. 

Periodicity : A Danger Signal 

The phenomenon of recurrent cycles has been widely pre- 
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valent. Once this subject was considered so much important 
that the economists were looking for every type of explanation 
for it. Periodicity of these cycles had been so distinct that the 
periodic reappearance of the sun-spots with consequential 
atmospheric changes leading to fluctuations in agriculture and 
manufacturing activities was considered as its main explanation. 
In fact, this situation has been so intriguing that the econo- 
mists, during the last two hundred years or so, have suggested 
a large number of theories on this subject. 

Empirical investigations in diflierent countries over a large 
number of years have confiimed the occurrence of three mam 
types of such cycles. These cycles arc said to stretch over a 
hundred-year period, over a twenty five-year period, and over 
a seven-year period. The last category has been the most 
disturbing one. It upsets all estimates of economic develop- 
ment. It causes considerable instability in the economy. It is 
all the more disturbing if such cyclical fluctuations occur 
despite planning efforts. The nature of these cycles must, 
therefore, be investigated thoroughly. Explanation for their 
origin, amplitude, reversal and repetition must be found out. 
The five-yearly cycles of economic fluctuations experienced in 
India so far, may not be realty examples of trade cycles but 
this conclusion should be airived at only after careful investiga- 
tion. 

The necessity for such an examination has been great be- 
cause the intensity of these cycles has been increasing. Unless 
the nature and causes of these cyclical fluctuations are appro- 
priately investigated and satisfactorily explained it is likely that 
these economic fluctuations might take away most of the 
advantages of planning efforts. 

Many explanations of trade cycles have already been sugges- 
ted. Some of them have been discussed purely in monetary 
terms, others have been done in terms of psychological behavi- 
our of the entrepreneur, growth functions, periodic exhaustion 
of investment opportunities, discontinuity in the origin of 
innovative activities and in terms of the acceleration principle. 
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The very fact that there are so many theories about trade cycles 
suggests that much more work has yet to be done. 

Theories of Trade Cycle 

Since the publication of The General Theory of Employment, 
Interest and Money by J.M. Keynes, the trade cycle theories 
seemto show a tendency of convergence. The current approach 
has been to study the phenomenon under defined parameters — 
Model Analysis which is expected to lead to greater clarity in 
thinking and to logical nature of conclusions. These discussions 
have been in terms of Keynesian concept of an equilibrium level 
of output and employment. The explanations are often given in 
terms of the double inter-relationship between investment and 
income. Frisch, Hairod. Samuelson, and Hicks have explained 
the phenomenon in terms of the accelerator principle which 
regards investment as a function of the rate of change of income 
rather than of the income itself; while Kalecki and Kaldor 
consider investment to be an increasing function of the level 
of output and a decreasing function of the stock of capital. 
Explanations of the industrial fluctuation dilTcr primarily in 
three points, namely, (/) the problem of linear behavior, (ii) the 
representation of the investment function, and {iii) the problem 
of the trend. 

If investment is assumed to be an independent variable 
and marginal propensity to consume less than unity, any 
deviation from the Keynesian equilibrium would be restored 
automatically in due course of time. Complications arise when 
changes in investment as well as in consumption resulting from 
any changes in income are examined. Depending on different 
values of the accelerator coefficient and the marginal propensity 
to consume, the equilibrium achieved in the economy may be 
either totally instable or only partially stable. If one operates 
with linear coefficients with constant marginal propensity to con- 
sume and constant accelerator, there would appear “damped” 
or “explosive situations” as alternatives to inherently stable 
situations. But, on the other hand, if the value of coefficients 
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itself is assumed to vary with variations in the level of output, 
new possibilities emerge. Under this condition, it has been 
argued that the system might within certain range of output be 
instable, whereas outside the range it might behave in a stable 
manner. But, there are many other reasons for assuming non- 
linear behaviour of investment coefficients. 

Professor J.R. Hicks in his A Contribution to the Theory of 
the Trade Cycle presents a non-linear model. He shows that 
the fluctuations in the output generated by the combined 
action of the multiplier and the accelerator aie confined within 
two constraints; an upper limit is determined by full employ- 
ment, and the lower limit by the fact of the irreducible 
minimum below which they cannot drop. Given these 
constraints, it has been suggested that the inherently explosive 
cycles would be transformed into cycles of constant amplitude. 
These “constraints" play an important role in the explanations 
given by Professor Hicks. 

The accelerator principle adopted by Professor Hicks has 
not been accepted by many others. They have called it 
“crude,” “obsolete" and “unsuitable.” In fact, the relation- 
ship between income and investment has not been very simple. 
The assumption th 't any change in stock of capital would be 
so related to the change in the output as the ratio between the 
value of capital stock to the value of output per unit period, 
may be valid only under ce’'tain specified conlitions whose 
validity during the successive cyclical fluctuations may be 
doubtful. This contention is said to depend on the assumption 
that the ratio between output and capital is determined by 
technical factors, which docs not change during short periods, 
whereas during the course of cyclical changes, this relationship 
undergoes continuous change. This relationship depends 
upon the profitability of investment and the absolute level of 
output. This theory also a.ssumes that the investment gene- 
rated by the change in output is some coefficient of the change 
in output, rather than of the absolute size of the change. 
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But, in fact, investment depends on many factors, such as, 
financial resources of the firm, the elasticity of expectation of 
the changes and so on. The firm cannot take advantage of large 
investment opportunities as quickly as of small ones. More- 
over, long-run expectations arc tied to some trend and the 
ad hoc decisions are. more or less, taken within the broad 
range. If the existing situations do not differ too much from 
the expected norm, the long-term expectations would be 
revised in term of the current facts. It is logical to assume 
that the relationship between investment decisions and changes 
in output is considerably influenced by the size of the output 
as well as by the anticipations relating to the future course of 
events. 

The accelerator principle needs refinements. One way to 
do so is to assume that a change in income generates invest- 
ments not for a single “period*' of time, hut for a whole 
scries of “periods." Therefore, the accelerator •coefficient 
instead of having a single value v, would have a large number 
of partial coefficients vi, Vg, vp each applicable to 
different periods. This assumption would make the theory 
realistic but very sophisticated and unwieldy. 
This refinement might make the theory realistic, but 
not very conducive to yielding effective conclusions for 
practical applications. 

With reference to the problem of trend, so that a theory 
of economic development which is capable of explain- 
ing both, the trend and the fluctuations as resultants 
of the same set of influences, is possible. Professor Hicks 
builds a cyclical model around Professor Harrod's con- 
cept of an equilibrium rate of growth. Professor Harrod has 
postulated only one equilibrium rate of growth, whereas Pro- 
fessor Hicks is of the opinion that under certain conditions 
of equilibrium, the rate of growth of output as a whole will 
always be equal to the rate of growth of autonomous invest- 
ment, whatever is the rate of growth of the latter. According to 
Professor Hicks, the trend of the economy will be determined 



INFLATIONARY RECESSION 


273 


simply by the rate of growth of autonomous investment. 

Analysis of the nature and implications of autonomous 
investments adds further difficulties to Professor Hicks’ frame- 
work of the analysis of the trade cycles. Professor Harrod's 
problem is based on two assumptions, namely, that the sav- 
ings are a given proportion of the income, and that the equi- 
librium ratio of investment to output is tied to the technique 
of production and is therefore a given function of the rate of 
growth. These two assumptions are so vital that with the 
dropping out of any one of them, as Professor Kaldor thinks, 
the problem itself disappears. In Professor Hicks’ model, the 
second assumption of Professor Harrod has been eliminated 
which very much complicates the behaviour of 
autonomous investments. As a result of these complications. 
Professor Hicks’ proposition is said to imply; 

Given a certain potential rate of growth (the rate which 
could be attained if investment was maintained at levels 
appropriate to full employment and which is the compound 
clTccl of the rale of technical progress, partly dependent on 
investment and partly on the growth of population), the 
government authority could, in principle, ensure that the 
economy expands th.it rate by expanding non-productive 
investment (in the form of a growing budgetary deficits or a 
shrinking budgetary surplus) at the same rate. 

In spile of the recent contribution of Professor Hicks and 
others, the analysis of cyclical fluctuations is not yet complete. 
The present position, for practical purposes, is very uncertain. 
Much theoretical refinements remain to be done.‘ 

The Indian Industrial Recession 

The theory of trade cycles has not yet been conclusively 
established. Therefore, the policy decisions with a view to 
overcoming the recurring economic difficulties cannot be 

*N. Kaldor, “Mr. Hicks on the Trade Cycle,” Economic Journal, 
London, December 1951. 
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confidently undertaken. If this is so in the developed 
Western countries, the difficulties of the Indian economy can 
be well imagined. The Indian economic situation, in fact, in 
many ways is radically different from that of the Western 
world. It is true that India is nationally, politically, histori- 
cally, and spiritually one entity, yet economically, the secluded 
villages in isolated regions, non-monetized sectors of the 
economy, lack of investment potential, absence of enlightened 
entrepreneurs, imperfections of the market, the degree 
of product differentiation, disparities in the productivity of 
labour, and many other characteristics of the production 
orgarnization present conditions radically different from the 
Western industrialized world. Under such conditions, it is 
desirable that a new approach to the complex recurring eco- 
nomic difficulties of the country is attempted. A new theory 
of trade cycles may have to be evolved in the Indian 
circumstances. 

The planning process in India aims at providing better living 
conditions to the people. It has been justified on the ground 
that it h.is tremendous potential for regulating the course of 
economic development and accelerating its tempo without 
producing the difficulties which are usually present in a 
free economy. One of these difficullies has been the frequent 
occurrence of economic fluctuations. The strategy of planning 
IS said to succeed in securing industrial transformation without 
involving the risk of serious industrial setbacks. Planning is not 
a road to serfdom only when it provides to the individual better 
opportunities of life than it is possible for him otherwise. 

During the period of planned economic development, the 
community has to accept severe hardships in many ways. No 
individual can be permitted to set up any economic enterprise 
which is likely to be harmful to the community. Particularly, in 
the Indian situation the establishment of every new enterprise, 
whether in large-scale or in small-scale sector, is regulated by 
various governmental regulations. The distribution of scarce 
raw materials, permission for importing industrial raw materials, 
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components and parts as well as sanction for substantial 
expansion of industrial capacity and imports of capital goods 
are all controlled and regulated by the government. Retail 
distribution of consumer goods is expected to be free but even 
in this sphere, many regulatory restrictions have been imposed. 
As far as food articles are concerned, there are different kinds of 
food prices, procurement levies, and a kind of statutory rationing 
in a large number of cities is already operating. Otherwise also, 
the government has been trying to influence the market prices of 
different consumer articles. 

Here, we are not analyzing the social and economic conse- 
quences of these restrictions, but we merely wish to refer to the 
widely pervasive nature of government controls and regulations. 
Under these conditions, the course of economic development 
should not be worse off than under laisscz faire. Economic 
fluctuations occur frequently in a free economy. This tendency, 
however, is expected to be controlled under planning. But, 
Indian experience has shown that the planning has failed to 
grapple with such a situation. Serious catastrophes have 
occurred every fifth year. These cyclical fluctuations have been 
very different from the trade cycles in a developed country. It 
may, therefore, be useful to study in detail the nature of such 
cycles. 

In fact, such a study would be complementary to the 
planning process. In an u'^derdcveloped country, planning 
is attempted to provide a secure basis for rapid economic 
expansion. It is never the objective of any planning machi- 
nery, excepting in a centrally directed economy, to con- 
centrate economic initiative in the State sector. The task of 
providing food, clothing and shelter to the teeming millions 
is indeed colossal. Any government in a free economy hoping 
to fulfil this responsibility without any assistance from the 
private sector is bound to get into difficulties. 

Freedom of individual enterprise can succeed only in an atmos- 
phere of assured future. But, this stability is seriously endan- 
gered when there are economic fluctuations. Frequent occur- 
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rences of industrial fluctuations might damage the optimism of 
a growing society. It might disrupt the schedule of preferences 
of the people. It might induce uncertainties among the 
businessmen. The market might become instable and the eco- 
nomy would get disrupted. The planning process is expected 
to provide stability to the economy, as well as hope and 
optimism to the people, but when the economic organization 
has been disrupted and the economic machinery has gone out 
of gear, it would be futile to expect prosperity of the people. 
Therefore, in the interest of effective planning of the country. 
It IS necessary to go deep into any unusual experience and 
derive lessons from it. 

Frequent occurrences of five-yearly economic fluctuations 
have suggested that there is some deep-rooted malady in the 
economy which must be discovered, examined and remedied. 
The five-yearly cycles are different from the seven-yearly trade 
cycles. Causes which induce industrial fluctuations in an 
advanced country may not be operative in an underdevelop- 
ed countiy, at least not in the same intensity. It has often 
been suggested that the five-yearly cycles of economic fluc- 
tuations, as indicated above, may have some direct or indirect 
relationship with the planning period. The usual linkages 
of the tempo of development with government regulations and 
economic decisions as a consequence of quinquennial plan 
formulations may have something to do with these five-yearly 
cycles. This contention has to be investigated in depth before 
any final answer is given and any scientific hypothesis suggested. 
This will also indicate the manner in which planning machinery 
should be recognized. 

But before any exhaustive treatment of such a complicated 
phenomenon is attempted, it may be instructive to examine the 
nature and extent of the latest industrial fluctuation. We do 
not, however, wish to establish here that the tempo of 
investment activities, natural calamities as reflected through 
fluctuations in agricultural yield and political raanoeuvrings 
of unfriendly countries are intimately connected with the 
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formulation of five-yearly plans of economic development. 
We do not wish to support Malthusian doctrine directly or 
indirectly either. These are, however, intriguing questions 
which interested persons may pursue separately. 

Main Features of the Indian Recession 
Economic Survey, 1967-68^ has described recession in the 
following words: 

Recent industrial experience is often described as a reces- 
sion. This description does not, howevci, mean a general 
decline in industrial production or in economic activity. 
The volume of industrial production has, in fact, continued 
to rise. However, there has been a notable slowing down 
in the growth rate, or absolute decline in certain industries, 
A number of other industries have maintained or improved 
their rates of growth.® 

The economic deterioration in 1967-68 a.s described above be- 
comes very pronounced if compared with the state of the eco- 
nomy in the preceding year. Annual Plan Progress Report 
1966-67 issued by the Planning Commission has stated as follows: 

1966-67 was another difficult year for the Indian economy. 
The monsoon failed for the second year in succession and a 
large part of the country suffered from want of timely and 
adequate rainfall. As a result, agricultural production 
stagnated around the previous year's level which w'as itself 
16 per cent lower than in 1964-65. Shortage of foodgrains 
and agricultural raw materials persisted and large imports 
had to be made to maintain availability even at a very much 
reduced level. Growth of industrial production further 
slackened and national income in real terms registered only a 
marginal increase. Exports fell and the strain on the balance 
of payments remained unabated. Credit policy continued to 
be restrictive, yet money supply increased faster than real 
output. Prices rose sharply and wage pressures developed. 
Resources for development shrank, investment climate deter- 
^Economic Survey, Ministry of Finance, New Delhi, p.lO. 
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iorated and investment decisions were deferred. Both the 
rate of domestic savings and the rate of investment declined.* 

This shows that the economic condition in India has been 
deteriorating for some years. This implies that there have 
been certain forces at work which reached their climax in 
1967-68. Talking about the main features of the recent industrial 
recession, ex-President of Federation of Indian Chambers of 
Commerce and Industry, L.M, Birla, stated that the crux of 
the business uncertainty has been “not over investment 
but fall in demand." On a detailed examination of the various 
data available on the subject, one finds the five main 
characteristics of the phenomenon: (/) simultaneous occurrence 
of inflation and recession; (//) not the quantum but the rate of 
growth has been sluggish: (Hi) engineering industries excluding 
electrical ones have been worst affected; (/v) even within the 
same group of the industry, many enterprises which have been 
maintaining quality products have been progressing and ex- 
panding despite general recession; and (v) West Bengal, 
Maharashtra, and the Punjab have been more affected by 
industrial fluctuation than other regions of the country. 

Simultaneous Occurrence of Inflation and Recession 
The index of wholesale prices to the base 1952-53 equal to 100 
increased from 152.7 in 1964-65 to 165.1 in 1965-66 and 191.3 
in 1966-67. During the last week of December 1965, it was 
169.1 which increased to 196.2 a year later and to 207.4 during 
the last week of December 1967. Even the price index of 
finished manufactures increased from 135 in 1964-65 to 145 
in 1965-66 and 156 in 1966-67. As against such increases in 
price index, the decline in the rate of industrial production 
became much pronounced during the first three years of 1960’s. 
The industrial output increased by more than 8 per cent 
annually. Since then, the growth rate has diminished; in 
1965, production rose by only 5.6 per cent; in 1966, by only 
2.6 per cent and in the first three quarters of 1967, the in- 

*AnnualPlan Progress Report, 1966-67, Planning Commission, New 
Delhi, p.l. 
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crease did not exceed 1.4 per cent. From this, it can 
be clearly seen that the possibility of any decline in the 
price line cannot be the prime mover of the recessionary 
trend. It is also not true that there has been any apprehen- 
sion of any decline in prices leading to a decline in the 
marginal efficiency of capital or further decline in the anticipated 
profit which might make it necessary for the industrialists to 
reduce the scale of their operation. The main impetus for the 
downward turn in industrial production must therefore be 
something else. 

Three possible causes have been suggested for the industrial 
setback. They are: (a) shrinkage in demand despite high 
level of prices maintained artifically; (b) non-availability of 
adequate level of industrial raw materials due to controls as a 
result of which the industrialists have failed to expand the 
scale of their operations thus causing much unutilized capacity 
in various industries; and (c) transitional phase of technical 
obsolescence occurring simultaneously in a large number of 
industries which necessitated replacements leading to temporary 
postponement of production decisions in order to incorporate 
technological innovations and to carry out the modernization 
programme. These explain, to a great extent, the possibility 
of simultaneous occurrence of inflation and recession. 

Not the Quantum, but the Rate of Growth has been Sluggish 

The recent recession does not necessarily suggest that there 
has been general decline in industrial production. On the 
contrary, in certain sectors, the production trend has been 
upward, though in some industries stocks have been piling. A 
noteworthy feature of the phenomenon has been the slowing 
down of the annual rate of increase. In a study carried out 
by Economic Times it was shown that the sale proceeds of 
almost all industries excepting those of the engineering group 
have been increasing. But, this has not been accompanied 
by any accelerated rate of production programme during the 
last few years. In order to assess the general health of the 
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economy, the absolute level of production is not so much im- 
portant as the rate of change in the schedule of 
production. The Indian economy has been currently bogged 
up in such a malaise. 

Uneven Impact of Recession 

The recent industrial recession did not affect all the industries 
alike. Despite the pessimism aroused as a result of the 
recessionary atmosphere, there have been many industries which 
have even been carrying out their expansionary programmes. 
Among those industries which have suffered, mention may be 
made of food processing, textiles, and engineering goods indus- 
tries. Petroleum products, and electrical machinery industries 
have secured impressive growth records during these years. The 
consumer goods industries have also been buoyant, and Direc- 
tors of such industries have been exhibiting confidence in future. 
Cement, tyres, and chemical industries have also been*practically 
unaffected. Some studies have indicated that the engineering 
industries of several categories have not been seriously affected. 

Anothei feature of this recession has been that the efficient 
firms even in those sectors which have been badly hit by the 
recession, have maintained high morale and have been doing 
well. For example, the cotton textile industry experienced 
decline in the quantum of its production but most of the units 
did not face any addition to their inventory accumulation. 
Mafatlal Fine and Simplex had some rise in the stock of finished 
products, but the Directors of the former did not even report 
working under any pressure whereas those of the latter repor- 
ted new record of sales since the inception of the company. 
Of the six companies studied by Economic Times, namely. 
Calico, Mafatlal Fine, Simplex, Coorla, Raghubansi and 
Aryodaya Spinning Mills, not a single firm recorded any 
decline in their sales during 1966-67. Packing industry has 
been badly affected, but among this group also there have been 
several units which have been doing well. Metal Box increased 
its sales by Rs 2.5 crores over the sales during the previous 
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year. Paper mills did not even bother about reporting on re- 
cession while reviewing their sales. As a matter of fact, several 
companies included under this category have been expanding 
their business activities and have been increasing their sales. 

As far as chemical industry is concerned, several 
studies have shown that this group of industries has been 
increasing sales indicating no significant effect of the recession. 
Annual production of almost all categories of chemical and 
allied industries has increased. An examination of the situation 
in several units has confirmed the same trend. Amar Dye 
Chemicals reported that the demand for its products has been 
satisfactory. Polychem experienced an all time peak in 1966-67. 
In a few sections, there has been some adverse impact of 
recession. The dyestuff industry which mainly depended for 
its growth and expansion on the textile industiy, and the paints 
industry W'hich derived iN basic materials from chemical in- 
dustiy, have, however, been affected to some extent by the 
general recession. Within the general group of chemical and 
allied industry, all units ha\e not fared alike. For example. 
Alembic did not maintain the usual high pitch of production, 
whereas Dhaiangadia experienced slight fall in sales and 
increase in stocks. T, Ico, on the olhci hand, showed decline in 
its inscntoiy accumulation. 

The current situation in the automotisc tyre manufacturing 
concerns has also been heartening. Goodyear India, Dunlop 
Rubber, and CHAT tyres have all expressed satisfaction on their 
production piogrammes. Following the liberalization of imports, 
many of the enterprises included in this categoiy have been 
working to full capacity. 

Available evidence showed that the engineering industiy 
was the worst affected sector. But, even in this category 
of entcrpiises, all the firms have not been identically in- 
fluenced. There have been mainly five categoiies of manu- 
facturing units which are included in this group, which are. (/) 
basic metal industries; (//) metal products excepting machinery 
and transport equipment: (iii) non -electrical machinery; (iv) 
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electrical machinery, apparatus and appliances; and (v) trans- 
port machinery. Excepting electrical machinery, all other 
industries included under this group have shown recessionary 
impact. But, even among these, those manufacturing units 
which have been connected with transport machinery and those 
which have been functioning as ancillaries to bigger units have 
suffered most. This, however, does not imply that the re- 
cessionary impact has resulted in the decline of their pro- 
duction. The main symptoms of recession in this group of 
industries have been increasingly larger degree of underutili- 
zation of installed capacity and increases in accumulation of 
inventories. Underutilization of installed capacity in the 
case of agricultural machinery, boilers, railway wagons, heavy 
structural, and steel forgings and castings has been significant. 

From the above it may be seen that the impact of recession 
has been very bad on the engineering group of Jndustries, 
whereas chemicals have maintained the upward trend. But, 
whatever the group we may consider, no generalization can 
be made because there have been units doing well in every 
category of industries. 

Uneven Geographical Impact 

Geographically, the impact of recession has been more con- 
centrated in West Bengal, Maharashtra, and the Punjab. Over 
23,000 workers in 95 establishments were reported to have 
been laid off in West Bengal between 1 January and 15 March 
during 1967. An additional 1,000 workers were retrenched 
in 49 establishments. Another 700 became unemployed as a 
result of 8 concerns closing down during this period. In 
Bombay, nearly 3,000 workers were reported to have been 
laid off during the first half of 1967. Production in many of 
the enterprises in Maharashtra was so slow that several of 
them began considering closing down. The machine tool 
industry in the Punjab has been worst hit, but even otherwise 
as many as 4,000 engineering units were facing closing down. 
This has been particularly so because the Punjab is full of 



INFLATIONARY RECESSION 


283 


small units. In this way, in those areas where concentration 
of units has been heavy as in the case of the Punjab, Maha- 
rashtra, and West Bengal, the intensity of recession has been 
severe. 

Identification of Causes 

Economic Survey, 1967-68, issued by the Ministry of Finance 
has discussed the problem of recession in great detail. It has 
mentioned that the present setback in the economic situation 
should be attributed merely in terms of decline in the general 
level of demand. The adverse effects complicating the supply 
position should also be considered in this context. The Eco- 
nomic Survey has distinguished three levels of causes, namely, 
the direct consequences induced by bad harvests and difficult 
foreign exchange situation, the secondary influence of diminish- 
ing purchasing power in depressing the demand of transport 
services, and thirdly, the general slowing down in the process 
of capital formation. 

Economic Survey, 1967-68, has emphasized the significance 
of supply restrictions as expressed in reduced availability of im- 
ported inputs and indigenous raw materials. At present, a large 
number of industries depend upon agricultural production for 
the supply of their basic raw materials. Significance of this 
point can be gauged from the fact that several major industries 
in India still depend upon cotton, jute, and food processing 
articles which arc agricultural outputs. The production of 
agricultural output was badly damaged in 1965-66 as well as in 
1966-67. This considerably reduced the availability of such 
industrial inputs. But failure of agricultural crops was also 
accompanied by foreign exchange scarcity which led to reduced 
quota of imported items. These two taken together reduced 
the supply of industrial raw materials to a great extent. 

Many engineering and chemical industries depend on import- 
ed raw materials, components, and spare parts. When foreign 
exchange difficulties were accentuated in 1965-66 and imports 
were curtailed, the supply of inputs for these industries was 
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seriously reduced. During 1966*67 as well, such import res- 
trictions continued. It was only after devaluation of the Indian 
rupee in June 1966, that the policy was reversed, but such 
policy changes do take time in creating the effect. Liberal 
import policy adopted in 1966 could therefore replenish the 
industrial requirements only after a time-lag. 

But, by the time the toning influence of import liberalization 
could be realized, the agricultural harvests failed, thereby 
reducing the purchasing power with the large bulk of the 
people. This, in its turn, reduced the demand for industrial 
products. Advantages of increasing industrial production which 
could accrue as a result of liberal import policy could not 
therefore be realized. Thus, wc find that the foreign exchange 
difficulties together with bad harvest have been the direct 
causes of the recession. 

The secondary influence of these industiial rcstiittions was 
perceived in reduced demand for transpoit sei vices The 
demand for transport services decicased during this period 
It had a dampening effect on transport oriented industries 
such as railway wagons, trucks, tyres, and tubes. The output 
of this group of industries declined by nearly 6 pci cent in 
1966. In 1964-65, the production of ra Iway wagons had ica- 
ched a peak level of 23,800 units. After that year, the curve 
moved downward. Total production in 1966-67 was only 
15,000 units, and during the first half of 1967-68 the rate 
of annual production of this item was not more than 11,000 
units. Similarly, the output of commercal road vehicles fell 
from a peak level of 36,900 units in 1964-65 to 35,600 units 
during 1966-67 and during the fiist half of 1967-68, the latc 
of annual production of this item was not more than 25,600 
units. Thus we find that the transport oriented industries 
were bound to be seriously hit. 

Decline in the production of transport equipment was accom- 
panied by an overall slowing down in the process of capital 
formation. This happened both in the public and the private 
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sectors. In the public sector, the investment outlay which 
accounted for about 60 per cent of the total national invest- 
ment, did not sustain the momentum built up during the Second 
Five Year Plan and the early years of the Third Five Year Plan. 
While gross capital formation at current prices financed out of 
the budgetary resources of the Central Government increased 
by more than 20 per cent during 1962-63 and by nearly 30 per 
cent in 1963-64, the corresponding proportions in the later 
years were only 10 per cent, 7 per cent, and 4 per cent. Budget 
estimates for 1967-68 also showed a further declme. This res- 
traint on the part of the government was caused by budgetary 
disequilibrium experienced during the period. Purchases of 
capital goods by the Director General of Supplies and Dis- 
posals declined by more than 8 per cent during 1966-67. 

In the private sector too, there has been decline in its invest- 
ment outlay. This decline was caused by several factors such 
as rise in the rupee cost of imported components, uncertainty 
regarding future demand for the products, decline in profit 
expectations, etc. Devaluation of the Indian rupee also redu- 
ced the profit margin in several industries. Decontrol in the 
allotment of scarce raw materials by introducing to a limited 
extent competition among the units eliminated many of the 
inefficient units. Though the investment expenditures in many 
of enterprises declined, yet in several of them substantial pro- 
duction capacity as already achieved due to the momentum 
given by the earlier investment programmes. The widening gap 
between actual and installed capacities has been a significant 
feature of the recession. 

The Federation of Indian Chambers of Commerce and In- 
dustry has also discussed some of the causes of the recent re- 
cession and has emphasized the following five factors as the 
main causes for this phenomenon: 

(i) Transfer of purchasing powr from urban to rural sector. 

The steep rise in agricultural prices led to a transfer of pur- 
chasing power to the rur.al areas whose expenditure on 
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manufactured articles has been very limited. 

(ii) Reduction in the productive expenditure of the public and 
the private sectors. For example, the Railway Board cut down 
its programme of wagon building in 1966-67 by 33 per cent 
from the preceding year's level. The cut was maintained even 
during the following year. This adversely affected the various 
sections of the engineering industries. The main units 
affected have been those engaged in manufacturing wagons, 
bridge girders, track machines, surgical equipment, and 
iron and steel castings and forgings. A number of ancillaries 
were also seriously affected. 

(/«) Decline in Indian exports which did not pick up despite 
devaluation, and the various export promotion measures 
which even adversely affected the export factories. Large 
amount of non-project aid following devaluation has also been 
harmful because it enabled the industiialists to import certain 
items which otherwise could have been manufactured in- 
digenously. 

(iv) Fiscal and monetary policy of the Government of India 
has not been helpful. It has been argued that the increase in 
taxation of commodity by way of excise duties and customs 
duties increased the tax element and therefore the prices too 
increased; furthermore, the increases in corporate taxation did 
not leave any room for combating recession by price reduction. 
This happened when the monetary policy of the Reserve Bank 
of India was also restrictive. The ri-.e in interest rates, the 
increases in the liquidity ratio of banks, compulsory invest- 
ment of deposits in treasury bills, and restrictions on the 
distribution of bank advances between trade and industry 
or advances against shares and commodities affected sales 
and interrupted the flow of production. 

(v) The cost of production has been increasing at a time 
when the demand for the output has been declining. During 
the course of previous five-year period, prices of industrial 
raw materials had alone increased by 75 per cent, while 
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wages were also increasing during the period sharply. 

On an examination of the causes as indicated by the Eco- 
nomic Survey and the Federation of the Indian Chambers of 
Commerce and Industry, it would be seen that the main weak- 
nesses of the economy have originated from the neglect of 
the forces arising due to slackening of demand. In fact, the 
weaknesses in demand can be viewed in real terms as well as 
in money terms. 

Foreign exchange difficulties put restrictions on Indian demand 
for imported industrial inputs, and failure of agricultural crops 
led to decline in domestic demand for industrial and other 
products. External demand for Indian products which 
declined recently also added to the difficulty. This situation 
also reduced the public outlays, and the demand for transport 
oriented services weakened. 

Some of the inefficient units could not withstand the impact 
of competition which was slightly let loose during the post- 
devaluation period. Monetary and fiscal policy of the govern- 
ment and the drift of money income to that section of popula- 
tion which either does not spend on indigenously manufactured 
(durable) consumer items, or which prefers to spend it on 
smuggled goods and in black markets, further accentuated the 
problem. The last two causes Indicated by FICCI, namely, the 
impact of fiscal and monetary policy of the government and the 
increasing cost of Indian production deserve much more atten- 
tion and emphasis than so far laid. Moreover, unless the crip- 
pling effects of income transfers are also taken into account, 
and the direction of economic development aims at encouraging 
production and consumption of durable consumer articles, there 
is always a danger that substantial investment in capital for- 
mation would lead to underutilization of installed capacity 
and consequently, even employment would be restricted. 

Causes of Sectoral Recession 

In order to investigate into the causes of sectoral recession 
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to which reference has already been made earlier, it would be 
necessary to examine the different industries more closely. In 
the manufacture of engineering goods, there has been heavy 
concentration as a result of the programmes undertaken during 
the last twenty years and more. Consequently, spectacular 
growth in its size and sophistication has taken place. Even 
during the various plan periods, in iqiite of its disapproval by 
many eminent economists, heavy and steel industries have been 
fostered in the country. 

As a result of the various projects of this kind, it has been 
possible to lay considerable emphasis on engineering goods 
manufacturing industries. The increase in the production of 
engineering goods during the Second Plan period amounted to 
93.3 per cent as against 41.0 per cent for all industries whereas 
during the First Plan period the increases in the production of 
engineering goods amounted to only 49.3 per cent as against 
36.1 per cent increase for ail industries. Generally* speaking, 
the rate or growth of the engineering goods manufacture has 
been higher than that of “All Industries.” Furthermore, the 
progress during the quinquennium 19.59-64 has been spectacular. 
In fact, the index of production of engineering goods which was 
109.9 in 1958 (1956—100) increased to 259.93 in 1963. Excepting 
for the difficult period of 1957-58, the rate of production of 
engineering goods has been all along high, but during the last 
few years, particularly after 1964, the tempo of development 
has substantially decelerated. 

Many causes have led to the decline in the rate of increase 
in the production of engineering goods. Two considerations, 
namely, the investment policy of the public sector and 
the nature of the engineering goods are important in the 
present context. Investment requirements of engineer- 
ing goods manufacturing industries have been very high. 
Technology has been less familiar and risk involved consider- 
able. Consequently, during the last twenty years or so, the 
Indian industrialists have been reluctant to come forward in 
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this line of industry. Therefore, the public sector has to invest 
heavy sum of money in this sector. But during recent years, 
investment in this sector from the private sector has also been 
encouraged. Incentives for import substitution occasioned by 
difllcult foreign exchange situation attracted greater attention 
to this group of industries. Even the growing needs of a 
developing economy require that the engineering goods manu- 
facture is adequately encouraged. Furthermore, the general 
programme of industrialization has widened the scope of 
private investment in many profitable channels which has 
incidcntly led them to investing even in this sector. The 
encouragement to small-scale industries accorded during 
the recent years has also led to siibstant al expansion in 
the engineering group. 

But, it should be noted that the demand for engineering 
goods is very elastic to income changes. Demand for these 
items can be postponed in case ol any difficulty. In many 
cases, as in the case of railway wagons, as well as in the case 
of ancillarics, there have been, in recent year>, very few buyers. 
Industrial inputs required for producing engineering goods 
are oblained either from imported sources, or from other 
manufacturing enterprises. Agro-based industries acquire 
their raw materials from agricultural production available 
domestically. Duiing recent \ears, there has been considerable 
uncertainty with regard to these items. Asa result of greater 
degree of mutual interdependence among these industries it is 
natural to expect that any disturbance in any section of this 
industry would have sympathetic distiiibanccs elsewhere. The 
impulse given to one sector of the economy is likely to affect a 
large number of manufacturing concerns. 

Engineering industries arc localized in a few regions. Further- 
more, this group accounts for a major proportion of the manu- 
facturing undertakings of the country. For example, out 
of 62,000 working factories registered in mid- 1965 about 14,000 
or, roughly, one in every five have been engineering units. As 
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far as factory workers are concerned, one in every three factory 
workers has been engaged in engineering industries. More- 
over, geographical concentration of engineering industries 
enables them to contribute substantially to the total produc- 
tion of different enterprises located at those places. As a 
result of this concentration, any setback in this sector of the 
industries is likely to be felt much more severely. 

Another feature of this industry has been large amount of 
capacity built in there: it has been easier for such enterprise? to 
have about 10 per cent per annum growth in industrial capacity 
whereas the rate of growth of output has been increasing only 
at the rale of 4 per cent per annum thus leading to considerable 
degree of underutilization. Gestation period in the engineer- 
ing goods industiics has also been very long. Therefore, capa- 
city has been built at a time when the prospect for the eco- 
nomy was buoyant. Since then the outlook has, however, 
changed but installed capacity cannot be reduced scTquickly. 
It is not easy to alter the industrial structure so soon. When 
demand for the final product has declined, the industrialists 
have no other alternative than to accept the situation which 
results m excessive capacity, and thus slump becomes inevitable. 

The engineering gioup of industries which was vigorously 
energized by the expansive policy by the Government of India, 
received a serious setback w'hen the impulse failed to give 
further encouragement. During the last few years, public 
expenditure has been curtailed and orders for several articles 
postponed. It has been already mentioned that the Railway 
Board curtailed its orders of wagons built in 1966-67 by 33 
per cent from the level of 1965-66 and this cut was maintained 
even in the following year. The impact of this curtailment is 
bound to be significant on several enterprises. 

For example, Braithwahe reported that the Railways in Decem- 
ber 1966, had ordered for 1,636 wagons in terms of 4-wheelcrs 
while the company had a backlog of 783 wagons. This, 
firm was placed with an order of 2,419 wagons to be supplied 
ty March 1968. This compared unfavourably with the 
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actual production which was 3,538 and 3,446 wagons during 
1964 and 1965 respectively. Jessop, another engineering unit, 
reported that the Railway Board had asked it in January 
1966 to reduce its output by 23 per cent but in actual fact the 
cut was increased to 50 per cent as the wheel axels with 
their roller bearings could not be made available by the 
Railway Board to catch up with its production. Another 
concern, namely, Alcock Ashdown has also indicated that 
the flow of fresh orders for its structural and tower department 
was considerably slowed down due to delay in finalization of 
the Fourth Plan. 

Some industrialists from Batala, which has been the main 
machine tool-making centre in the Punjab, even complained 
that several government and semi-government organizations 
failed to lift the stock in sp.te of their having placed conhimed 
orders for the same. This has led to substantial inventory 
accumulation at these units. Thus, the economy measures of 
the Government of India seem to have made significant impact 
on the engineering goods industry which had mainly depended 
on the assistance and encouragement accorded by the public 
sector. 

Many enterprises connected, for example, w th cotton, jute, 
and food processing depended for their production progiamme 
on the supply of domestically pr>'duccd agricultural raw mate- 
rials. The availability of such industrial inputs as rav\ cotton 
and sugarcane has declined during the last few years. Lower 
domestic production as in the case of raw cotton and raw jute 
has been compensated by imports. The quantum of such 
imports however has been scry much restricted. Moreover, 
their prices have been rising. Thus, the cost of production of 
these industries which obtained raw materials from imported 
sources has risen substantially. The demand for the output of 
these units has reduced because the consumers have reacted 
adversely. 

Even the small-scale industries have been adversely affected 
by recession. As result of the general recession in the economy, 



292 


CURRENT ECONOMIC PROBLEMS 


small enterprises had to take care and give thought to their 
efficiency, othcrwij>e there was every danger of their being 
eliminated. Many small enterprises which showed techno- 
logical backwardness, managerial inefficiency or poor quality 
of finished products have been squeezed out. An interesting 
example in this regard has been the case of machine tool 
industry in Batata. The graded tools with certain quality 
markings have been caught in the recessionary trend whereas 
those units which ha\e been making ungraded tools have es- 
caped the impact. This has been so because the former group of 
firms ha\ing marking arrangements with certain larger enter- 
prises v^hich had been defaulting in lifting the stocks; even 
those smaller units which were having arrangements with the 
public sector units had to face similar difficulties. But, those 
units which catered to the local needs escaped the setback to 
a great extent. 

Generally speaking, the following four categoiTes of small- 
scale enterprises were alTected by recession: (i) machine tool 
industry all over the country, (ii) industries engaged in the 
manufacture of durable consumer articles like bicycles and 
parts in competition witli large-scale units having reputed 
brands, (lii) enterprises functioning as ancillaries to large-scale 
units and those depending upon government and semi-govern- 
ment orders either as prime contractors or sub-contractors, 
and (i\) small-scale industries which did not have their own 
marketing organizations or which did not produce quality 
goods and have so fur been thriving in the sheltered market 
which has now been leccding slowly. 

While explaining these points it may be indicated that 
recession in machine tool industry has been due to the giowth 
of general recessionary trend in the country. As far as con- 
sumer goods are concerned, the units connected with the pro- 
duction of these items have also had downward trend in 
production. For example, in the case of bicycle industry about 
20 per cent of the total manufacture has been in the small- 
scale sector. Furthermore, this industry has been localized pri- 
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marily in the Punjab which claimed 665 units though in other 
States too there have been several units producing bicycles. 
Decline in the level of production of bicycles and cycle parts 
has been significant in the Punjab. But, even in olhi? 
parts of the country where such units were located a>, in the 
case of U.P. and Mysore, several bicycle manufacturing units 
have closed down. 

There have been two main causes for it . firstly, the competition 
with the large-scale manufactures has been very keen. Efficiency 
of the larger units has given them an edge over the smaller 
producers. This i^ specially so, when there is con^llmer pre- 
ference in fa\our of larger units- In spite oi slightly higher 
prices many consumers prefer the cycles manufactured by wtll 
known units. Therefore, with shrinking demand it would be 
marginal small-scale units which would go out of production. 
Secondly, the demand for a large number of bicydcs, particularly 
for those produced in the small-scale sector comes fiom rural 
areas. As a result of bad harvests, dunng the last few' ycar^, 
there has been decline in the puichasing power of the agricul- 
turists which induced the rural consumers to postpon: th:ir 
purchases. 

Many small-scale uniis which ha\e giown because of the 
recent State pationagc to ih:m for d:\cloping ancillaiies began 
suffeiing as a result of the econ(>my mc.isuics idopicd by the 
government. The dcNclopmenl of ancillaiics has been good as 
a wclfaic measure with a \iew to dispersing gams of industrial 
profit. But, in thi>i process even the disadsantages get 
distributed if the laigcr units get iiv.o difficulties. Under 
monopsonic conditions, when onh a few large cntei puses 
have confirmed their oiders to a large number of small 
scale suppliers, the impact of any setback in the laige-scale 
undertakings is bound to be critical for small-scale units. In 
fact, the economy drive in sescral go\ernment depaiTmenis on 
whose orders, or on whose investment many of the large 
public sector enterprises depended cannot but initiate a chain 
reaction capable of vindicating the veiy objective for which 
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ancillary development in small-scale sector has been sponsored. 
The recent recession has, therefore, emphasized the importance 
of efficiency in production. But, it should also highlight the 
need for a careful examination of the linkage between large and 
small-scale enterprises. Sheltered industries cannot thrive 
permanently unless they reorganize themselves efficiently and 
gain competitive strength. 

Sectoral imbalance making the engineering goods manu- 
facturing units, agro-based industries, and small-scale enter- 
prises more vulnerable to any recessionary impact suggests the 
need for a careful examination of the industrialization policy 
of the government. Engineering industries have been fostered 
in India much ahead of their natural development. Agro-based 
industries have not been provided with appropriate level of 
industrial inputs either from domestic or from imported sources. 
This implies that the integration of agricultui al*developraent 
has not been well coordinated with the programme of industrial 
development. Setback experienced in small-scale enterprises 
has shown the weakness of inefficient linkages between small- 
scale and large-scale units. 

When the public sector enterprises wish to make a significant 
impact on the concentration of economic power and regulation 
of industrial growth, i1 is appropriate that the relationship 
between the two sectors of the economy is critically analyzed 
taking into account both optimistic and pessimistic pos- 
sibilities of future growth. This approach has been vitally 
neglected landing the consumers, tax-payers as well as many 
small-scale industrialists into serious difficulties. The develop- 
ment of public sector is a solution of many social maladies, 
but its economic consequences have to be very carefully consi- 
dered in order to safeguard the economy from serious setbacks. 

Causes of Geographical Recession 
The impact of recent recession was felt all over the country, 
but there were certain areas where its intensity has been 
severe. West Bengal, Maharashjlra, and the Punjab were the 
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worst affected regions. One of the causes of the localization 
of this recession has been the concentration of engineering 
goods manufacturing units in Maharashtra and West Bengal 
which taken together accounted for 47.6 per cent of such indus- 
tries. These two Slates taken together employ 50.1 per cent 
of the persons engaged in the engineering industries and they 
produce 55.5 per cent of their gross output. Naturally, there- 
fore, the impact of the recessionary impulse experienced in the 
engineering goods industry would be serious in these areas. 
But, apart from this, there have been certain other factors as 
well which accentuated this trend. 

For example, in West Bengal, there has been heavy industrial 
concentration around Calcutta-Howrah axis. This has created 
special conditions. Many large enterprises located there have 
encouraged small enterprises operating there as feeders to them. 
Consequent upon the curtailment of public sector invest- 
ment in new entcrpiiscs, the small-scale engineering industries 
dependent upon them have been badly aFected. This has 
been so, especially in those enterprises which catered to the 
railways and other transport industries. This is one of the 
consequences of inonopsonic conditions. 

Besides, a large number of big industrialists located in this 
area have been upset by political instability in the Slate. Law 
and order situation in Wvsi Bengal had also deteriorated 
considerably. When the law and order position is upset and 
industrial properly is insecure, it would not be possible for large 
industries to have substantial investment in those units. As 
an example of this kind of difficulty it may be indicated that 
the Directors of Burn & Co. in their Report for 1966-67 
mentioned that '*for the last five months of this year under 
review, the workmen at the Howrah Woiks had intensified 
the go-slow tactics adopted by them from the very beginning 
of the year to such an extent that the production achieved 
has been only one-fifth of the normal output for the year.'* This 
is merely an example of the consequences of political inst- 
ability on industrial production and economic development. 
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In fact, the Naxalbari incident created severe economic diffi- 
culties throughout the State, and it may be useful to assess the 
economic consequences of such political uprisings. To say 
the least, the atmosphere throughout the State has not, in fact, 
been conducive to industrial development. 

In Maharashtra, there has been concentration of industries 
around the Kolhapur industrial complex, besides on the 
Bombay-Poona axis. A special factor operating at the Kolha- 
pur region has been the change in the pattern of taccavi loans. 
This affected the demand for diesel engines which caused 
distress to small industrialists engaged in such enterprises. 
Internal combustion engine manufacturing units have been 
concentrated at Kolhapur where 40 small units have been 
manufacturing complete engines, in addition to nearly 200 
units manufacturing parts and components lequircd by the 
assembling units. Changes in the State policy for granting 
subsidy to the cultivators for purchasing oil engines severely 
affected the off-take of this industry. The restrictions on 
demand has naturally created a deep impact on the small-scale 
engineering indusfiialists located in this area. This in its own 
turn had other indirect consequences on other industries con- 
centrated in this region. 

Industiial complex in the Punjab has heavy concentra- 
tion of machine tool industry, agricultuial implements, bicycle 
and its parts manufacturing, and re-rolling industries. During 
the boom, all these industries had flourishing business, 
but when rcce.ssion set in, they began facing acute difficulties. 
The difficulty was mainly related to the decline in agricultural 
prosperity, the rising cost of living index and the fall in the 
agricultural income due to bad harvests. Consequently, the 
market in the rural areas of U.P., Bihar, and the Punjab con- 
siderably shrank. This accentuated the recession in the 
small-scale units located in these States and particulary in the 
Punjab. 

To sum up, industrial development in this country has been 
primarily encouraged by the placement of government orders 
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to the industrial enterprises, prosperity of agricultural and 
rural areas, discontinuities in the markets of different products 
and the political stability in various parts of the country and 
abroad. The introduction of five-yearly plans regulated the 
flow of investment outlays of the public and the private sectors. 
The first few years of every plan have been full of enthusiasm, 
but slackness begins near about the third year of its imple- 
mentation ; expectancy and watchfulness for the shape of 
things to emerge under the subsequent plan induced among 
the industrialists a desire to postpone important business deci- 
sions from around the fourth year of the plan. If the in- 
dustrial fluctuations in the country arc analysed in these terms, 
the temporary and the annual fluctuations are likely to >icld 
a more meaningful pattern in order to explain earlier fluctua- 
tions as well recurrence of the same every fifth year. 

Steps to Overcome Recession 

In order to assist sectoral rcsival, specially in tire engineer- 
ing goods industries, the public sector industries have been 
advised to place advance orders. The Railways and other 
public departments have been in>tructed to place firm orders 
with private firms for delivery during 1968-69. The Rail- 
ways have already placed orders for more than 76,000 
wagons against their 1968-69 roll ng-stock progi amine although 
only lO.OtK) new w'agons were icquircd during that year. The 
Bokaro Steel Plant also issued tenders for 150,000 tonnes of 
stiucturals. Air India International has placed orders for 
various types of cqu pmem aggregating neaily Rs 14 lakhs. 
Hindustan Teleprinters and Indian Telephone Industries have 
together placed orders worth Rs 116 lakhs. During April- 
November 1967, Directorate General of Supplies and Disposals 
have placed orders amounting to Rs 262 lakhs. These orders 
were expected to have immediate impact on recovery. In 
order to stimulate domestic demand for certam categories of 
machinery and equipment, the method of selective credit 
control has also been adopted. The Industrial Development 
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Bank of India has liberalized its scheme for deferred payment 
sales of capital equipment and even the Reserve Bank of 
India has granted several concessions to commercial banks for 
assisting industries, specially in the small-scale sector. Conces- 
sional terms have also been accorded to export credits. 

Besides, the Government of India has also adopted several 
ditcct measures to amerliorate the situation. The main 
features of the government policy in ilvs regard have been 
as follows: (/) continued restra nt on aggregate effective 
demand v.a fiscal and monetary devices; (i7) advance place- 
ment of orders on private fiims by the pubi c sector; (///) selec- 
tive credit measures for reviving home demand for engineering 
products of high priorit>; (h) relaxat on of controls on 
industries aimed at facilitating adjustments in production 
in the light of market situation: and (r) renewed emphasis 
on export promotion as a mean'* ofF-sctling the slackness 
in domestic sales of certain art clcs. 

Restraint on effective demand has been advocated because 
of the inflationary situation already existing in the economy. 
Any expansionary budgetary or credit policy could have 
serious threat to already high fo(>d and other agricultural com- 
motlity prices. Even the external payments position is very pre- 
carious. So the policy of restraining effective demand, in spite 
of recessionary tendency in certain sectors, has been Just fied. 
The provisions of the Industries (Development and Regulation) 
Act were already liberalized to some cxicnl after the devalua- 
tion of the Indian rupee. Later on. however, in December 
1967, the scope of liberalization was further expanded to cover 
fuller utilization of installed capacity. 

The Federation of Indian Chambers of Commerce and 
Industry, while appreciating the various steps taken by the 
government, has suggested .seven other measures which could 
be helpful in Ih's regard. These measures are: 

(/) Reduction of non-productive expenditures on items like 
subsidies, community development, rural works, etc,, and on 
industrial projects with long gestation period. Expenditures 



INFLATIONARY RLCESSION 299 

on infrastructure and quick yicid ng projects have to be 
strengthened. 

{it) Fuller utilization of heavy and medium structural 
fabricating industry to complete rapidly the public sector 
projects which are already in hand. In view of excess capacity 
in structural rabr(cation, investment in steel foundries at 
Hardwar, Wardha, Varanasi, Bokaro, and Rourkela to be 
deferred or cancelled altogether. 

(///) Fiscal incentives should be prov.ded to stimulate 
demand and production which could be done by selective 
reduction of excise duties and in company taxation. 

(/v) The credit policy of the Reserve Bank of India has to be 
further liberalized. 

(r) Manufacturers should be g ven further freedom in 
adjusting to the pattern of demand. Recession should be con- 
sidered as an opportunity for correcting some of the basic 
policies such as price controls, industiial licensing, etc. 

(vf) Provision of special export incentives and facilities 
should be made. 

{vii) Protection to import substitution articles should be 
accorded but import licensing should be replaced by a rational 
system of import tui lf^^. 

These suggestions by the Federation deserve careful consi- 
deration. Undoubtedly, the> arc expected to create far-ieaching 
consequences on the Ind an economy. Adoption of these 
measures may in many ways imply radical orientation of the 
government policy. The cfltcacy of these suggestions in cor- 
recting the immediate problem may be questioned by many. 
But, if it is accepted that the basic approach to the programme 
of Indian industrialization has to be modified, in that case, 
the suggestions made by the Federation would deserve special 
consideration. The remedial measures for the revival of Indian 
industries could be classified in two categories, namely, short- 
term and long-term measures. Both these measures should be 
well integrated. 

The impact of recession on the Indian economy, particularly 
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in the small-scale sector, has also been studied by a Study Team 
set up under the Chairmanship of Dr P.S. Lokanathan^ 
Having considered the various facets of the problem, the team 
has recommended several short as well as long-term measures 
for assisting the development of small-scale sector. The imme- 
diate need, according to the Team, has been to strengthen the 
stock-holding power of the industrialists. Liberal credit facilities 
and liberalization of Credit Guarantee Scheme have been 
important steps in this context. Time Bills and Usance Bills 
for short-term accommodation ha\c been recommending. 

The long-term measures uhich have been recommended by 
the Team relate to technical assistance, marketing, raw material 
allotment, and fiscal measures. The structural weaknesses of 
the economy, so far concealed under protective measures of 
the goveinmcnl, should be eliminated. Since the present 
difficulties have emphasized the need of improving the •quality 
of output, the Team has suggested, that the present impasse 
should be taken as an opportunity for providing such measures 
as technical consultancy seivices of higher grades and quality 
markings. Such steps should be helpful in several industries 
like machine tools, automobile ancillaiics, bicycles and parts, 
sewing machines, agricultural implements internal combustion 
engines, electrical motors and transfoimcrs, and foundries, 
marketing counselling services and regular seminars have also 
been suggested for bringing the producers and sellers of dilfei- 
ent articles produced in small-scale sector together. Demand 
forecasting and fanning cT such bulk orders of the government 
and public sccloi undertakings as can be given to small-scale 
industries should be channeliized to them. 

The Team has also rccommmdcd that the small industrialists 
through their associations should even explore the possibilities 
of forming special consortia for undertaking large or ders which 
individually the constituent units may not be able to supply. 

* Report of the Study Team on Recession in the Small Scale Sector, 
D.C S.SJ.O., New Delhi, 1968. 



INFLATIONARY RECESSION 


301 


Where such consortia are formed and given legal status, they 
might be given special consideration in the matter of farming 
government orders as well. The opening of trade centres and 
regular exhibitions displaying the details of the articles produced 
by the small-scale sector might be u^cful in promoting the sales 
of such industries. Many small industrialists have been eager to 
extend their activities in import substitution sector. In order to 
encourage it, the Team has sugge-ited that the prototypes of such 
articles may be more freely imported and permission for 
d'smantling and examining them w.ih .i \i.‘\v to evolving Indian 
models without infringing the patent rights given. In some 
cases, shortages of critical raw mater als which, solar, have 
been imported, as for example, special t)pcs ol ball bearings 
required for machine tools, or n ckel rsquiied for plating b cycle 
rims, should be moic adcquatclv supplied. 

Recovery and After 

As a result of the various measures adopted duimg the last year 
or so, recession has been contained. Etononne Survey, 1968-69 
has pointed out that the bumper harvest of 1967-68, and the 
consequent lisc in disposable income in the agi cultural sector 
have led to the recovery in indu»inal pioduction. The eco- 
nomy has now bee. loi'king bright. The b g questions, how - 
evei, still loom huge; Is the Indian economy still depen- 
dent for iis growth on the i •oiiioon'’ Has development plan- 
ning not >ct found an answer to industrial and economic 
fluctuat ons? Will there again be a major setback in 1972-73? 
These are the big questions to ponder over. 



CHAPTER IX 

UNEMPLOYMENT 


Unemployment is a complex phenomenon. If the working 
population of a country is not given gainful employment, it 
does not only reveal economic bankruptcy, but also portends 
national disaster. This is so because unemployment has 
widespread repercussions. Sociological overtones of this 
situation cannot be lightly overlooked without causing lasting 
imbalance in the economy; the very foundation of nationhood 
could crack in consequence. It is necessary that an all-out 
attempt be made to tackle this vtial problem. This is the 
first charge on every sovereign State. But, it has to be recog- 
nized that gainful employment is merely a means to an end. 
Bread is important to keep body and soul together, but man- 
kind survives by faith, aspiration^ and ideals. The>e objectives 
can be attained only after the basic requirements of human 
beings are satisfied. Unless this is done, the nation cannot 
hope to provide good life to the people. When the higher 
objectives of life are not fulfilled, the very purpose of living is 
be-clouded and frustration is intensified. The growing lawless- 
ness among the students and the working class, and the 
profound disillusionment among the educated and the thinking 
persons have been the symptoms of a deep rooted malady 
in our body politic. The country is heading towards a 
cataclysm. Despondency among the engineers, doctors, teachers, 
and civil servants and indiscipline among the students are 
indications of the extent of damage done to the economic fabric 
of the country. Without a radical transformation of the 
economy, it would be extremely diffieult to save the country 
from serious disaster. 

The country can be saved only when the basic urges of the 
people are satisfied. Without the recognition of the basic 
forces influencing the fundamental motivations for the human 
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action, the programme of national economic development 
would fail to achieve its goal. This has been demonstrated by 
Dr Erhard. He created a miracle in the German economy by 
basing his economic programme on such basic principles of 
human motivations. Acting on the same principle, the French 
planning has regained her past strength and has become one of 
the strongest international powers. But, India has not, so far, 
been able to recognize the importance of the individual. Despite 
a generation of independence, India has failed to provide gain- 
ful employment to her people. A large mass of the Indian 
population is still without proper shelter; many people go 
without two square meals; and majority of the population is 
still without proper clothing. If the size of the country is so 
colossal and the structure of the society so complicated that 
decent living standard cannot be guaranteed to all its people, it 
is imperative that the development techniques are radically 
altered and plans appropriately modified to suit the native 
conditions. The new generation of the country born parti- 
cularly after the independence cannot remain docile, 
contented and mute in a stagnating society. Sooner the youth- 
ful spirit is channellized into useful purposes and new horizon 
of creative national activities shown to them, better would it be 
for the economic regeneration of the country. Failing this, 
economic chaos with far reaching social consequences is 
inevitable. 

India has been suffeiing from unemployment and under- 
employment for a very long time. Even at the time of 
independence, unemployment situation in the country 
was distuibing. Partition further accentuated the problem; it 
disrupted the economic balance of the country. Massive influx 
of refugee population from Pakistan as well as from other parts 
of the globe further intensified the problem. These events were 
over and above the chronic unemployment resulting from the 
rapid growth of population, the disappearance of old rural 
industries and the inadequate development of non-agricultural 
sccior of the economy. Soon after independence, vigorous 
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efforts were made to overcome the problem, but the progress 
achieved was heartening. The Sindhis and the Punjabis with 
their tenacity established a large number of business concerns 
and small scale industrial enterprises. The enthusiasm and the 
zeal with which the First Five Year Plan was inaugurated in 
the country revealed the earnestness of the government for 
solving the problem. The First Five Year Plan was expected 
to bring about a radical transformation in the country. When 
the unemployment situation further deteiioralcd in 1952-53, 
the plan outlay was revised upwards with a view to including 
rural works and other programmes expected to ameliorate the 
difliculty. A large-scale programme of economic development 
began under the impact of the First Five Year Plan. These 
programmes were considered necessary for initiating a new 
movement of economic recovery. The First Plan diagnosed 
the primary cause of Indian unemployment situation to be the 
deficiency of aggregate demand and the shorta^ge of capital 
equipment. The huge investment outlay envisaged under the 
First Five Year Plan was expected to mitigate these difficulties 
considerably. 

The Theory of Employment 

The First Five Year Plan of India was formulated under the 
influence of the Keynesian doctrine of full employment. 
According to this doclrine, an increase in the investment outlay 
by stimulating effective demand in the community could in- 
crease its employment polcnlial. The Keynesian General 
Theory of Employment, Interest, and Mon"y gave an economic 
justification for the public sector activities for energizing the 
sluggish demand, f or removing unemployment. Professor Keynes 
suggested that the treasury might even fill old bottles with bank 
notes, bury them at suitable depths in disused coal mines and 
then cover them up to the surface with town rubbish, and “lease 
it to private enterprise on well-tried principles of laissez-faire 
to dig the notes up again.” According to Lord Keynes, it is 
much more sensible to build houses and the like, but “if there 
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are political and practical difficulties in the way of this, the 
above would be better than nothing.”^ Professor Keynes indeed 
gave a new direction to employment theories, and he provided 
theoretical justification for his conclusions. Ever since the 
publication of The General Theory, the employment theories, in 
spite of several refinements and disagreements, have hinged 
round the Keynesian doctrine. 

The volume of employment, according to Professor Keynes, is 
determined by the point of intersection of the aggregate supply 
function with the aggregate demand function. If Z be the aggre- 
gate supply price of the output from employing N men, the 
relationship between Z and N being written asZ— f (iV) may 
be called the Aggregate Supply Function. Similarly, if D be the 
proceeds which the entrepreneurs expect to receive from the 
employment of N men, the relationship between D and being 
written as D^f{N) would be called the Aggregate Demand 
Function, The term “demand” as used by Keynes refers to 
aggregate demand of the whole economic system. The aggregate 
demand function is a schedule of the proceeds expected from 
the sale of the output resulting from the varying amounts of 
employment. But the total income generated in the economy 
can be spent either on consumption items or on investment 
goods. This is represented by the ideiitit> 

Income (y)= Value of Output - Consumption (C) + Investment (I). 
Consumption in any econemy depends upon the level 
of income and the level of expenditure on consumption 
out of that level of income. The propensity to consume is a 
functional relationship between a given level of income and 
the expenditure on consumption out of that level of income, 
so that C =F (T). Average propensity to consume would 
be denoted by [C/T] and marginal propensity to consume by 
[AC/A^^j* Amount spent on consumption goods would depend 
on propensity to consume, but this propensity itself is influ- 
enced by six objective factors and eight subjective needs, 

Uohn Maynard Keynes, General Theory of Employment, Interest 
and Money, Macmillan, London, liM9, p. 129. 
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psychological propensities and habits of the constituent mem- 
bers of the community. 

The six objective factors are (/) changes in the Wiage unit, 
(ii) changes in the difference between income and net income, 
(fii) windfall changes in capital-values not allowed for in 
calculating net income, (iv) changes in the rate of time-discount- 
ing, i. e., the ratio of exchange between present goods and 
future goods, (v) changes in fiscal policy, and (v/) changes 
in expectation of the relation between the present and the 
future levels of income. The eight subjective motives which 
lead the individuals to refrain from spending out of their 
incomes may be called the motives of precaution, foresight, 
calculation, improvement, independence, enterprise, pride, 
and avarice. Propensity to consume differs with different 
income groups of the society. The proportion of income 
spent over consumption goods is greater among the lower 
income group than among the higher income group. When 
income increases, it changes the amount of consumption 
directly but not proportionately. I he propensity to consume 
is lower in the higher income group and it is very high in 
the lower income group. As a result of this behavioural 
characteristics, the multiplier effect resulting from propensity 
to consume would be different in economies having the same 
levels of income but with varying distribution of the same. 
When there is an increment in aggregate investment, income 
will increase by an amount which is Ar times the increment in 
investment, if k is considered as the multiplier. The multiplier 
(k) is defined as reciprocal of 1 minus marginal propensity to 
consume, that is, 

k ^ 

I-ACIAY 

Now, let us consider the investment side of the picture. The 
amount of investment depends upon the Marginal Efficiency 
of Capital and the Rate of Interest. The relationship between 
the prospective yield of capital asset and its supply price or 
replacement cost, i.e. the relationship between the prospective 
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yield of one more unit of that type of capital and the cost 
of producing that unit furnishes us with the Marginal Efficiency 
of Capital of the type. If there is any increase in the invest- 
ment of any type of capital asset, its prospective yield will 
decline and the supply price of that capital asset will fall. 
According to the decline in the marginal efficiency of capital with 
every increase in investment, a schedule is drawn which shows 
how much investment should increase within the period so that 
the marginal efficiency of capital falls to any figure. An aggregate 
of such schedules for all the different types of assets would 
provide a schedule relating the rate of aggregate investment to 
the corresponding marginal 'efficiency of capital in general. 
This schedule is known as the Schedule of Marginal Efficiency 
of Capital. The actual rate of current investment will be 
pushed to the point where there is no longer any class of 
capital assets whose marginal efficienc> exceeds the current 
rate of interest. 

The rate of interest is another factor influencing the level 
of investment in any community. The classical economists 
believed that the rate of interest depended upon the inter- 
section of the schedule of the marginal efficiency of capital 
with the psychological propensity to save. But, Keynes has 
stated that the notion that the rate of interest is the balancing 
factor which biings the demand for savings m tlie shape of 
new investment forthcoming at a given rate of interest into 
equality with the supply of savings which results at the rate 
of interest from the community’s psychological propensity to 
save, breaks down as soon as we perceive that it is impossible 
to deduce the rate of interest merely from a knowledge of 
these two factors.* 

The quantity of money is the other factor, which in conjuc- 
tion with liquidity preference determines the actual rate of 
interest in given circumstances. Liquidity preference is a func- 
tional tendency which fixes the quantity of money which the 


Ubid., p, 165. 



308 


CURRENT ECONOMIC PROBLEMS 


public will hold when the rate of interest is given. If r is the 
rate of interest, M the quantity of money, and L the function of 
liquidity preference, we have M = L (r). This is where and 
how, the quantity of money, according to Professor Keynes, 
enters into the economic scheme. 

Liquidity preference shows the tendency to hold money 
for different purposes such as transaction, precautionary, 
and speculative motives. Liquidity preference remaining the 
same, the level of income also influences the amount of 
money available in the money market. 

From the above description of the Keynesian demand 
analysis, it would be interesting to sec how the treasury 
notes in empty bottles could augment the aggicgatc level of 
income. This is through the multiplici which has already 
been referred to above. It has been stated that the marginal 
propensity to consume k Cl /\ Y and T - C f / lirom these 
identities, it is possible to wiite /\ T =- / C r ^ 

Dividing both sides by Y, we have 


Zl£ I ^ 

A y /' y A 

or J 


[ ^ - .' oaf] ~y 

Since multiplier k is defined as F 1 “1, substituting 

L^-ac/afJ 


the value of 


2 - A T 

k ^ Ay 
01, ay -= k. A Z 


in the above equation, we have 


which tells us that when there is an increase in investment outlay, 
marginal increase in income in the economy would be equal to 
k times the increment in investment. This is why the impact of 
any government spending may be sevpral times more than its 
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initial impulse. 

Changes in effective demand by themselves do not comple- 
tely explain the changes in the level of output, and thus, the 
level of employment. Any change in the aggregate expenditure 
of the community does not necessarily lead to a proportionate 
change in the expenditure on all the products. Whenever 
there is a change in personal income, the individual docs not 
proportionately change his expenditure on every product. 
It is necessary to consider his reaction to different commodities 
arising from such conditions. This is done under the aggregate 
supply function which relates employment with the aggregate 
supply of corresponding output. The aggregate supply 
function can be converted into employment function. The 
aggregate supply function is, in effect, the inverse employment 
function and it is defined in terms of the wage units. The 
object of employment function is to relate the amount 
of effective demand, measured in terms of wage 
unit and directed to a given firm or the industry as a whole, 
w'ith the amount of employment, the supply price of the 
output of which will compare to that amount of effective 
demand.® The employment function shows that the distri- 
bution of effective demand for different commodities influences 
the volume of employment. The elasticity of employment 
determines the proportion cf the increase in the volume of 
employment resulting from an increase in changes in expendi- 
ture. If the increased demand is largely directed towards the 
products which have a high elasticity of employment, the 
aggregate increase in employment will be greater than if it is 
largely directed towards the products having low elasticity of 
employment. In this context, the period of production is also 
significant. If the change in demand is in favour of those com- 
modities whose supply cannot increase in short lime, then the 
increase in employment would not be so effective for the time 
being. The nature of demand whether it is for investment or for 


Hbid.. p. 280 . 
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consumption goods, and the nature of the firm whether it has 
surplus stock and excess capacity, all these would influence the 
volume of employment. 

This is an over simplified gist of the Keynesian theory of 
employment but it is essential to comprehend the essentials 
of this theory because it provides the theoretical justification 
for planning, social security programmes, expansion of public 
sector activities, besides the pump priming activities of the 
government. This theory, under certain conditions, justifies 
deficit financing. This summary is also given in a tabular form 
in the accompanying chart. From this chart, it could be seen that 
there are many complicated items which will have to be carefully 
examined in order to provide a sound basis for formulating 
effective employment policy. The chart gives an overall view of 
the analysis which may be helpful for comprehending the com- 
plicated relationships. Some of the basic assumptions of Pro- 
fessor Keynes may also be indicated here for Si better 
appreciation of the limitations of the doctrine. Professor Keynes 
has assumed as given the existing (i) skill and quantity of availa- 
ble labour, (ii) quality and quantity of available equipment, 
{Hi) the technique of production, (ii) degree of competition, 
(v) tastes and habits of the consumer, (v/) the disutilities of 
different intensities of labour and of the activities of supervision 
and organization, and (vi<) the social structure including the 
forces other than the independent and dependent variables set 
below which determine the distribution of national income. 

Independent Variables 
(0 Propensity to Consume 
{ii) Schedule of the Marginal Efficiency of Capital 
(ill) Rate of Interest 

Dependent Variables {Measured in terms of Wage Units) 

(i) Volume of Employment 
{ii) National Income 

Practical implications of this theory are many, but here 
mention may be made of the inference that an increase in 
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effective demand, either by way of increasing consumption 
expenditure or of investment outlays, would increase the volume 
of employment. The general repercussion of such measure, 
however, would depend upon a large number of accompanying 
conditions such as the structure of existing industry, avai* 
lability of unutilized capacity, distribution of income, and other 
behavioural propensities. Monetary and fiscal policies of the 
government would also be relevant in this context. Therefote, 
the immediate and the long-term effects of any governmental 
policy should be closely watched if it !•> expected to create any 
specific impact. In actual practice, when this theory is applied 
to an underdeveloped country, the lesults may not be very 
satisfactory. Many professional economists and economic 
administrators might not agree with it. But this statement 
warrants much serious examination. The application of this 
theory should be toned down on pragmatic conditions, 
and It should not be considered sacrosanct under all con- 
ditions and for all stages of economic development. Even 
theoretically, the Keynesian approach has been subjected 
to various sophistications. Without involving ourselves in 
theoretical refinements, an attempt would be made here to 
examine how far the application of the Keynesian approach 
has been successful in solving the unemployment problem 
in India. This examination may be meaningful in deciding 
whether the government economic policies could be effective 
in improving the lot of the Indian teeming millions. 

Basic Features of Indian Labour Market 
The Indian population is very large and is still increasing 
at a stupendous rate. According to 1951 Census, there 
were 361.1 million persons who increased to 439.2 milli- 
on in 1961, and according to the latest estimate there 
were 511.3 million persons in 1967. As far as the work- 
ing force is concerned, its proportion, as it would be seen 
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from the following table, has increased from 39.1 per cent In 
1951 to 43 per cent in 1961. 

Table 1 

PERCENTAGE DISTRIBUTION OF WORKERS 


AND NON-WORKERS 



1961 

1951 

1931 

1921 

1911 

1901 

Workers 

43.0 

39.1 

43.3 

46.9 

48.1 

46.6 

Non-workers 

57.0 

60.9 

56.7 

53.1 

51.9 

53.4 

Total population 
(millions) 

439.2 

361.1 

279,0 

251.4 

252.4 

239.0 


Source: Census of India, 1961, Paper No. 1, 1962. 


It may be noted that 1914-18 and 1939-42 have been abnormal 
years with the result that population statistics as well as the 
pattern of occupation during these periods were seriously 
distorted. Within this broad limitation, however, it could 
be seen that the total population in India has been rising. 
From 239 million persons at the beginning of the present 
century, it rose to 439.2 million in 1961. The mid-year revised 
estimates prepared by the Office of the Registrar General 
of India have put the population as 363.4 million in 1951 as 
against 442.7 million in 1961 and 511.3 million in 1967. Propor- 
tion of working force which accounted for 48.1 per cent in 
1911 declined to 39.1 per cent in 1951, but during the follow- 
ing decade, it moved upward accounting for 43.0 per cent in 
1961. From these data, it would be evident that the total 
working population, particularly during the planning period, 
has been increasing rapidly. 

Secondly, the agricultural sector even today, provides 
employment opportunity to the largest number of population. 
There is, however, a strong tendency among the working popu- 
lation to move towards the urban areas. Table 2 shows that 
the proportion of rural population has been declining con- 
sistently since 1921. During th's period, agricultural employ- 
ment has also declined. In 1921, 71.9 per cent of the total 
working force depended upon agriculture whereas in 1931 this 
proportion declined to 69.7 per cent, in 1951 to 69.8 per cent, 
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and in 1961 to 69.5 per cent. Thus, the dependence on 
agriculture has been declining when the proportion of rural 
population was also reduced. This suggests that during recent 
years, there has been mass migration of population to urban re- 
gions with increasing dependence of workers on non-agricultural 
occupations. It also implies that a large bulk of Indian workers 
are getting concentrated in a few large cities. In 1951, there were 
only 185 towns with more than 50 thousand population 
which during the next decade increased to 248. In these 
towns, there were, in 1951, 31,27 million persons who increased 
to 44.74 million in 1961. West Bengal and Maharashtra taken 
together contain more than three-fifths of the total industrial 
workers in the country. Greater Calcutta has itself given 
employment to more than four-fifths of the total industrial 
workers in West Bengal. .Similarly, Greater Bombay provides 
employment to more than half the industrial woikcrs in that 
State. Ahmedabad alone accounts for more than one-third of 
the industrial workers in Gujarat. The latest trend in Indian 
working population has been to migrate to urban areas and 
to concentrate in large cities and this concentration is heaviest 
in a few large cities of the country. 


Table 2 

PERCENTAGE OF RURAL-URBAN 
DISTRIBUTION OF POPULATION 



796/ 

J951 

1941 

1931 

1921 

Rural population 

82.0 

82.7 

86.1 

87.9 

88.6 

Urban population 

18.0 

17.3 

13.9 

12.1 

11.4 

Total 

100.0 

100.0 

100.0 

100.0 

100.0 


Source: Census of India, 1961, Paper No. 1, 19r'2. 


Thirdly, the percentage dist."ibution of workers by indus- 
trial categories indicates that the main changes have occurred 
in the category of trade and commerce, and in the manufac- 
turing industries. In other categories, the proportion during 
the dacadc 1951-61 has remained more or less the same. 
The employment in trade and commerce has declined by 1.1 
per cent whereas by the same amount it has increased in 
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the manuracturing and mining sector. One may, therefore, 
infer that there has been a shift from trade and commerce 
to factory employment. 

Table 3 

PERCENTAGE DISTRIBUTION OF WORKERS BY 
INDUSTRIAL CATEGORIES 



I96i 

J951 

J9JfJ 

1921 

I9II 

1901 

Agriculture 
Manufacturing, mining, 

69.5 

69.8 

69.7 

71.9 

70.9 

67.6 

forestry, fishing, 
plantation, etc. 

13.2 

12.1 

14.1 

13.9 

14.8 

16.1 

Construction 

1.2 

1.0 

1.2 

0.8 

1.0 

0.8 

Trade and commerce 
Transport and 

4.0 

5.1 

5.5 

5.8 

5.4 

6.0 

communication 

1.6 

1.5 

1.0 

0.8 

1.0 

1.1 

Others 

10.5 

10.5 

8.5 

6.8 

7.5 

8.4 


Source: Census of India, 1961, Paper No. 1, 1962. 

The increase in factory employment has been •due to 
increasing attractiveness of the sector. During the fifteen-year 
period beginning with 1951, factory employment has increased 
from 2,914 thousand persons in 1951 to 4,585 thousand persons 
in 1964 showing an increase of 55 per cent. In mines 
and plantations, such spectacular increases have been absent. 
Only marginal adjustments have taken place in mines whereas in 
plantations the employment has slightly declined. The dilTerence 
between employment increases in factory establishments 
and other sectors of the economy is also explained by the 
fact that the wage rate in factory sector may not be 
relatively higher than the rates prevailing elsewhere but the 
working conditions there are much better. Average annual 
earnings of industrial workers have considerably increased 
during the last twenty years or so, whilst those of 
others have markedly lagged behind. Per capita 
national income at current prices was Rs 266.5 in 1950-51, 
which increased to only Rs 333.6 in 1961-62, whereas annual 
average earnings of industrial workers increased from Rs 959 
in 1950 to Rs 1,479 in 1963. But, it may also be noted that 
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adult male workers in tea plantations in Assam valley earned 
Rs 245 in 1950-51 which rose to Rs 596 in 1961-62; the 
coal miners earned Rs 678 in 1950-51 which increased to 
Rs 1,389 in 1961-62. Thus, the wage rates in certain categories 
of employment other than factory establishments base 
got better share and the wage rates there have increased sub- 
stantially. Nonetheless, compared to the per capita national 
earnings, these three categories of workers have begun 
receiving much better deal. But these have to be considered 
along with the fact that the advantages accruing in 
factory establishments which have been absent in mines 
and in plantations. Additional job opportunities in 
mines and plantations have also been limited compared to 
those in factories. These explain the greater popularity of 
factory employment. 

Tabil 4 

employment in factory, mines 

AND PLANFAHONS 

Vmt '000 



mi 

J956 

1961 

1964 

Factory employment 

2,914 

3,433 

3,928 

4,585 

Mines employment 

549 

629 

671 

687 

Plantation employment 

1,236 

1,200 

1,210 

1,210 

Total 

4,699 

5,262 

5.809 

6,482 


Source: Employment Re\iew, Di'ector General of Lmployment and 
Training, New Delhi. 

Fourthly, the public sector has been emerging as an important 
employer. During the last twenty years or so, the Government 
of India has set up many industrial undertakings. The State 
governments have also undertaken similar activities. More- 
over, the government has to employ a large number of 
people in different types of activities. Even the task 
of economic administration has grown onerous. As a 
result of the proliferation of governmental activities and more 
secured terms of appointments, the attractiveness of public 
sector employment has been increasing. In fact, it has not been 
so much the lack of attractiveness as much the lack of expand- 
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ing opportunities in the private sector with emphasis on person- 
al loyalty and get-going duties which have put the employment 
in this sector as second preference for certain types of workers. 

The rate of growth of private sector employment has, 
therefore, been declining. In 195t>, the public as well as the 
private sectors employed about 5.2 million workers each. 
But the ratio soon changed. In 1961, there were 7.05 million 
employees in the public sector, whereas the private sector 
employment accounted for only 5.8 million. In 1965, there 
were 8.96 million persons employed in the public sector, 
whilst in the private sector it rose to 6.03 million. In 1966, 
the public sector employed 9.38 million persons and in 1967, 
9.63 million persons whilst for these years, there were only 
6.81 million and 6.70 million jobs in the private sector. 

Within the public sector itself, the employment growth 
rate has been highest in quasi-government establisiiments 
followed by local bodies. This has been dllc to the 
establishment of ii large number of industrial and 
commercial undei takings having a bearing on economic 
growth. This category includes even such autonomous establish- 
ments as Steel Plants, Heavy Electricals, Life Insurance 
Corporation, and State Tiading Corporation which are con- 
trolled and financed wholly or substantially by Central and 
State governments. In this category such institutions which 
are primarily of the research type as National Productivity 
Council, the Institute of Foreign Trade, and others have 
also been included. Fable 5 shows the rapidly increasing 
tempo of employment in public and private sectors during 
the last few years. 

Fifthly, the significance of self-employed persons has also been 
increasing. The data (Table 5) on private sector employment 
do not take into account the persons employed in small scale 
sector. Employment in this sector has substantially increased 
during recent years. Besides, a large number of engineers 
and such other technicians and technical persons have also 
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Table 5 

PERCENTAGE CHANGE OF EMPLOYMENT OVER THE 
PREVIOUS YEAR IN PUBLIC AND PRIVATE SFCTORS 




Public 

Private 

1961 


• 


1962 


5.2 

2.4 

1963 


7.1 

5.8 

1964 


6.3 

5.9 

1965 


6.0 

4.5 

1966 


4.5 

1.0 

1967 


2.7 

(-) 1.9 


SoiJRcr : Employment Rt-nVH's, DircctmaU'-Gencial of Employ- 
ment and Training, New Delhi. 

been belting up th.:ir own buune^s conc;rns. Wiihin the 
next few years, the significance of thi-< type of employment 
will considerably increase. 

Laslly, the female workers arc increasingly cnlering almost 
every sphere of the labour mirkcu lii earlier times, female 
workers were available in tea plantations and in some casual 
and agricultural sectors. They were also found in educational 
institutions. As an organized group with special problems 
of their own, they became important only .iftcr the Second 
Woild War. Since tuen. they have begun competing with 
male workers in almost every category of employment. 
During recent years, however, tins trend has gained momentum. 
The total number of women employees of different categories 
at the end of March 1966 was 17.4 lakh as against 13.7 lakh 
in March 1962 show ing an increase of 27.1 per cent during 
the lour years period. In March 1967. there wcie 18.2 lakh 
women employees in the country. The female employmcni 
in ihc public sector has also been increasing. This has been 
mainly due to the reciuitment of teachers in various States, 
expansion of medical, health, and family planning activities 
and to some extent in construction and soil conservation work. 
The employment of larger number of female workers in 
different categories of jobs has created many new problems. 
These have been vciy complex problems having far-reaching 
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consequences on the economic and social life of the country. 

Impact of Planning 

On the eve of independence, the employment situa- 
tion in India was pretty bad. Employment Exchange figures 
of registered work seekers do not adequately reflect the 
unemployment situation in the countty. They do, however, 
in some way indicate the general situation in this regard. These 
figures showed 70.8 per cent increase in the number of monthly 
registrations during 1948-53, whereas the placements by the 
Exchanges declined by 23 per cent. The number of vacancies 
outstanding by tlie end of the period declined by 42 per cent. 
These data are not very reliable, but they do reflect the difficulties 
of the job seekers in finding suitable employment. Between 1948 
and 1950, the index of industrial production declined by more 
than 3 points; from 108.4 in 1948 to 105.0 in 1950. Cotton tex- 
tiles, \voollcn manufactures, and jute manufactures sufferred 
heavily. These industries were mostly located in Calcutta and 
Bombay where there have been heavy concentrations of factory 
workers. Consequently, the general morale of workers had been 
low. The first half of 1949 characterized diminishing employ- 
ment opportunities and uncertainty. The chief causes for this 
instability had been the shortages of raw materials and capital 
goods, inadequate supply of power and coal, and an unfavoura- 
ble transport situation. Many other factors also accentuated the 
difficulties. The Central and the State governments had sponso- 
red various retrenchment measures. Anti-inflationary measures 
were also adopted. There were restrictions on jute supply from 
East Pakistan; stocks of various items were also piling in 
several establishments. In Bombay alone, over 40,000 
persons lost their jobs; in Uttar Pradesh, over 9,000 workers 
were affected. About 12 factories in Bombay employing not 
less than 1,400 persons were completely or partially closed. 
Similar closures occurred even in Delhi. Coal mining districts 
showed signs of persistent trouble. Plantation industry also 
had surplus labour. Thus, there was a general depression 
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prevailing in the labour market when the country was taking 
stock of her problems soon after independence. 

The establishment of the Planning Commission early in 19S0 
and the announcement of the various projects to be initiated by 
the Government of India had a very healthy influence even on 
the production programme of the private sector, it mirrored a 
better employment prospect for the coming years. However, the 
beginning of the planning was not considered the final answer. 
The process of planned economic development was full of difficul- 
ties. Dr Gyanchand, the author of India's Teeming Millions, 
stated that the agriculture cannot thrive and become progressive 
unless the surplus population on land is taken off it. Industry, 
which alone could provide the alternative means of livelihood, 
cannot be developed because the products of industry cannot be 
purchased by agriculturists owing to their poverty.* 

Similarly, Bimal Ghose also expressed his fears when he said 
that a policy of rapid industriali^sation in an agricultural country 
entails heavy sacrifices and sufferings on its peasant population. 
The problem poses itself in the form of agricultural raw materials 
as much for feeding a rapidly growing number of urban workers 
as for exports with a view to paying for the importation of 
necessary capita] equipn ent. In fact, this was the most difficult 
problem according to Bimal Ghose that the planners had to 
tackle.® J.R.D. Tata, Dr Matthui, and Dr Gyanchand thought 
that the problem of unemployment was so severe in India at 
that time that it could not be effectively solved unless proper 
measures for population control were implemented. Mr Tata 
very strongly pleaded for early steps to be taken for undertaking 
a continuous and scientific study of the vital problem in its 
biological, economic, and social aspects. The control of popula- 
tion was “necessary to enable constructive work to bear fruit.” 
Dr Gyanchand argued that the socialist reconstruction 

*Qyanchand, The Population Problem, Oxford University Presa, 
Bombay, p. 22. 

*Bimal C. Ohose, Planning Jor India, Oxford University Press, 
Bombay, p. 56. 
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would fail to solve the problem set by it unless population 
explosion was controlled. According to him, there was no 
escape from the conclusion that “restriction of numbers is 
essential for the remaking of the nation.” 

Despite the various difficulties and ideological controversies 
facing the Planning Commission in the formulation of its prog- 
ramme, many events occurred at that time which ameliorated 
the unemployment situation to a considerable extent. The 
conclusion of I ndo- Pakistan Agreement in 1950 which facilitated 
the movement of good-, between India and Pakistan created 
increased confidence among all sections of the community which 
tended to give fillip to industrial and business activities. Higher 
employment in Jute industry could also be possible. In August 
1950, before the general strike in the cotton mill industry, as 
many as 126 nulls were working in 3 shifts as against 92 in May 
1950. The number of workers on rolls of these mills increased 
from 747,695 in March 1950 to 770,238 in July 195^). During 
the same period, the average d.iily employment rose from 
678,379 to 701,417. 

Better employment opportunities were available in non- 
industrial sectors as well. Fresh avenues of employment were 
found in railways, post and telegraph, and the Indian army 
corps. The establishment of the Government Housing Factory 
and the expansion of the Central Tractor Organisation helped 
the absorption of some unemployed persons in Delhi. In Uttar 
Pradesh, the expansion of government roadwajs, the establish- 
ment of Panchayati Raj offices and the recruitment of primary 
school teachers offered welcome relief. The work relating to 
the Damodar Valley Project which was slowed down during the 
previous year was accelerated with the building of dam at 
Tilaiya and Konar and with the installation of a thermal power 
plant at Bokaro. These provided employment opportunities to 
a large number of workers. The electiicity expansion scheme 
of the Bihar Government which was linked with the Damodar 
Valley Project also entered its first stage. The completion of 
the Sindri Fertilizer Factory also showed hopes of new cm- 
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ployment opportunities. It West Bengal, the Chittaranjan 
Loco Manufacturing Works, which started working, offered 
further employment. In Orissa, many persons could be em- 
ployed in the Hirakud Dam Project, and the Machkund 
Hydro-Elcctric Project. In the Punjab, the Bhakra Nangal com- 
plex of projects added employment opportunities in that State. 
The several projects undertaken by the Public Works Depart- 
ment in Saurashtra offered additional scope for employment to 
nearly 10,000 persons. TIic Sindh Valley Hydro-Elccti ic 
Project and the irrigation projects \vhicli were initiated in 
Kashmir provided employment opportunities th’re to as many 
as 10,000 workeib. 

As a result of these schemes, the employment situation in 
1951, in spite of certain difficulties, improved substantially. The 
influx of displaced persons which had reached its peak by the 
end of June 1951, continued up to the middle of September 
that year though at a reduced rate. Employment m factories, 
government ofTiccs as well as in national projects increased. In 
this way, the initial impact of planning was considered favour- 
able. But, even at the time of the formulation of tlie First Five 
Year Plan, the magnitude of uncmployrnent was not precisely 
assessed. It was roug’ 'y estimated that the rural unemploy- 
ment was as high as 30 per cent, besides chronic under- 
employment, in those regions. It was expected that the improve- 
ment in the employment situation in the rural areas would have 
a salutary effect even on the employment situation in the urban 
sector. The Planning Commission wanted to solve the un- 
employment problem in a comprehensive manner. The failure 
to achieve substantial results, however, de}X‘ndcd on several 
complicated situations. It was re;ii/cd that employment implied 
utilizing the available manpower for some productive pur- 
pose. It involved provision of gainful employment to the avail- 
able working force, shifting of workers to those job opportuni- 
ties where they could have better earnings enabling them 
to have more satisfying jobs, and improving the technical 
skill of the workers for performing better quality of work. 
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The problem was recognized as that of increasing the 
marginal productivity of labour, so that there was no under- 
utilized manpower at the prevailing wage rate. It was ex- 
pected that the placement of the workers should be such that 
further substitution of workers by capital equipment or shifting 
them to other jobs should not yield higher productivity. It was 
also necessary that the provision was made for the marginal 
productivity of the factors of production to gradually in- 
crease which was the primary purpose of all planning pro- 
cesses. It implied that the task before the Planning Commission 
was to regulate the number of persons seeking jobs, that is, to 
regulate and control the supply of labour and to increase the 
demand for them. But, the available working force in the 
country could not be considered as a homogeneous mass: the 
supply of and the demand for dilTerent types of workers dilTered 
markedly. The question of manpower planning involved 
assessing the requirements of different categories *bf workers 
and to arrange supplying them to the appropriate jobs. Em- 
ployment problem in this way became more a sectoral problem 
in the sense that the unemployed engineers could not be uti- 
lized as medical practitioners, or that an agricultural worker 
could not be pushed to the assembly line of a tractor factory 
without any job reorientation. 

During the First Five Year Plan, the Planning Commission 
hoped to attack the unemployment problem on three fronts, 
namely, rural, urban, and educated. In India, in common 
with other underdeveloped countries, unemployment arises 
as a result of shortage of land, capital equipment, and other 
supplementary resources. The problem of unemployment and 
underemployment had been in evidence for a long time. The 
main factors which had aggravated it were the rapid growth of 
population, the disappearance of oM rural industries, inade- 
quate development of the non-agricultural sector and the large 
displacement of population as a result of Partition. About 
educated unemployment also, the Planning Commission was of 
the opinion that it was a chronic phenomenon of the Indian 
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labour market. The Second World War had temporarily re- 
lieved the situation but after the war, the problem had 
again become acute. 

Based on these three main characteristics of unemployment 
prevailing in India at that time, the Planning Commission en- 
visaged that the activization of the rural economy and strength- 
ening of the agricultural sector and the reduced pressure of 
urbanization would have a salutary effect on urban employ- 
ment. Among the measures proposed to be taken by the Plan 
to reduce the incidence of rural unemployment mention may 
be made of the major and minor irrigation works, large-scale 
land reclamation schemes and the revival and development of 
village industries and handicrafts, all of which have found a 
central place in the rural development programmes because of 
their potential for absorbing a large number of people and low 
capital and skill requirements. 

The Planning Commission hoped that the revival of small- 
scale industi les especially those which had complementary role 
to play in large-scale mdustrics could mitigate ruial as well as 
urban unemployment, to a great extent. The f irst Plan stated: 
Urban areas are also confronted with the same problem, 
which has been made .voiac after the end of the war because 
of the difficulties faced by a number of small-scale industries. 
The solution of this lies to sor >• extent in the extension of the 
existing large-scale industr e-. a. id cstabli>hin(.ni of new ones. 
Along with this, suggestions are made in the Plan to assist the 
existing small-scale industries and also to encourage the start- 
ing of similai indiistiics, especially those industries which can 
serve as complementary to laigc-scalc iiiduitries.® 

The plan did not envisage any ludical solution of the educa- 
ted unemployed; nonetheless, it formulated certain measures 
aimed at relieving the problem to some extent. 

The Plan placed emphasis on inci casing agricultural produc- 
tion and, at the same time, on creating a base for industrial 

*First Five Year Plan (Sumtnaiy), Planning Commission, New Delhi, 
p. 133. 
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expansion This limited the immediate expansion of employ- 
ment opportunities lor the cduLdted class Nevertheless, 
some short-term remedies wcie necessary to provide relief 
to this class for which the following measuics were sug- 
gested (a) the pay ottered to technical personnel, e g 
engineers and doctoiswcie to be consistent with the cost of 
training, and inducements such as subsides tor private dis- 
pensaries in \illages should be ofilicd (h) utilily to employe! s 
ol certain univcisitv degrees c u oi commeue should be in- 
cicased by supplementing tie present theoretical knowledge 
impaited u\ colleges by piaetieal training, (r) educated 
persons should b^ peisuaded to iid thcmseUcs ol p e)iidice 
agiinst manual employment and ihcv should also be encou- 
raged to rece \e suflieienl training tor manii il job'* ( /) persons 
without (vpciienee shot Id be enabled to receive ippien- 
tico^hip ti amine On the otlivi hand older people ma> find 
11 diflieiill to ^ct emrknmcnl both in publie and private 
sectors, som^ icsciNatieii lor siuh person^ snould be 

made in public c^mcc while llu private unplo>eis should be 

pel su id^d to engage such p^opk ispceially those with lamilv 
ic pohsibilitKs and (c) vocation 1 cc nselling and guidan c 
services should he de l loped to ulvi e voimiz peisoiis to 

choose vocations awcoiding to cmploym nt possibilities 

In ad iition lo these mcasuics it was n^cessuy that there 
should be a i eduction m the luimbei of |ob seekers 
The lollowipg steps were suggcsied in this direction (a) a 
list be made of small-scale indu triv^s which c >uld 
be stilted by the cducalcd cl i c with amounts of 
^apilil laiiging from Rs 500 to Rs ’'jOOO The government 
sh)uld help them by advancing loan lor the initial capital 
and by providing \o».ational lacilitic , (ft) a beginning has 
to be made in establishing tiading estates prcwiding 

factory sites oi bailt factory picmiscs with such facilities 
as transport and the supply ol electricity, water, gas, etc., 
on the lines ot those in the Unilcd Kingdom Such 
trading estates and centres ol production were considered 
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important for giving a major direction in this regard.’ 

The above-mentioned strategy for tackling the unemployment 
problem in India continued vith more or less the same empha- 
sis in all the subscqucnl plan periods. E\en in the TIvrd Plan, 
the problem was tackled on these three fronts. The Thud 
Five Year Plan stated that the problem should be approached 
on three main directions, namely, within the framewoik of 
the Plan efforts should be made to ensure that tlie employ- 
ment efforts are spread oiM more widely and evenly ilian in 
the past, and a fairly large programme of rural development 
should be undei taken and that '=mall industries should be 
encouraged. The main dilTcjence between the Thi d Fixe 
Year Plan and other picceding plans had been its recognition 
of the fact that the employment objcclues shouM be \iewed 
in the perspectne. The Planning Commission estimated 
that the increase in the laboui foice over the next 
15 years might be of the orde» of 70 million which consisted 
roughly of about 17 millkii in the Third Plan, aboiii 23 
million in the Fouith, and about 30 million in the I ifth Plan. 
This, in a \\a\\ pointed out that the problem of mu rplovmenf 
in India is so colossal that duun; the newt An decades 

there is no hope foi ac^ ^rdu'g unc appi ci iuhle rein/ 

At the beginning of the Tiist five Year Plan, the unempKw- 
ment situation had showed narked impio\enicnt. but the 
situation soon turned advcisc. During 1933, the unemploy- 
ment situation, specially in the urban sector, delerioialcd and 
some additional measures in order to coiinteiacl tlie mounting 
uncmploymcnl situaticm became necessaiy The National 
Development Council considered the sci.ousncss of the situa- 
tion in November 1953 and dec id d to revise the plan outlay 
upwards* The adjustments inter aha aimed at assisting 
scarcity areas, Slate Finance Corpoi aliens, cottage and small 
scale industries, expansion of power facilities, water supply 
to cities, and the development of roads. In addition to these, 
programmes of permanent improvement in chronic scarcity 

Ubid,, pp. 135-6. 
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areas, rural and urban electrification schemes, and urban 
rural water supply schemes were also approved. These 
schemes were expected to relieve unemployment in the 
country. This showed the influence of the Keynesian doctrine 
of pump-priming on the Indian Planning Commission. 

Impact of these programmes on the unemployment situation 
of the country to some extent was favourable, but the condi- 
tion from the long-term view continued to be disturbing. In 
fact, no plan has been able to absorb even the new entrants 
during the plan period to gainful employment. The First Five 
Year Plan envisaged provision of employment opportunities 
to more than 5 million persons; of this, 2.3 million additional 
jobs were in the agricultural sector and 2.7 million in non- 
agricultural sector. But, the back-log of unemployment at 
the beginning of the Second Five Year Plan amounted to 
5.3 million. The Second Plan envisaged provision of employ- 
ment opportunity to about 8 million persons. Thus, the 
Planning Commission Report accepted that the Second Plan, 
even if implemented to the full, would fail to give employment 
to all the new entrants to the labour market. 

At the beginning of the Third Five Year Plan, the back-log 
of unemployment reached 9 million and 17 million additional 
entrants were expected during this period. The plan, 
however, envisaged to pi ovidc additional employment oppor- 
tunity to only 14 million persons thus leaving about 12 million 
unemployed persons at the beginning of the Fourth Five Year 
Plan. The Draft Outline of the Fourth Five Year Plan estimated 
a back-log of 14 million unemployed at the end of the plan while 
there were 23 million new entrants during that period. Thus, 
though the precise estimates of unemployment have not been 
available in the country yet the data on new entrants during the 
different plan periods and the jobs provided to them show that 
the situation has been deteriorating consistently with the 
introduction of every five yearly plan. The back-log of 
unemployment which accounted for 5.3 million by the end of the 
First Five Year Plan may be around 14 million by the end of 
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1970-71. This, however, does not take into account increases 
in underemployment. 

Table 6 

BACKLOG OF UNEMPLOYMENT AT THE END 


OF DIFFERENT PLAN PERIODS 


At the end of 

Million 

First Plan 

5.1 

Second Plan 

9.0 

Third Plan 

12.0* 

FoutthPlan (1966-71) 

14.0 


*Tne Draft Outline estimated only 10 million. 

SouRCL ; The Plan Report\, Planning Commission, New Dilhi. 


Policy Implications 

The main justification for adopting planning machinery 
for regulating economic development springs from the 
Keynesian approach to unemployment and economic fluctua- 
tions occurring in a free society. The Indian experiment 
has, however, showed its inability to satisfy any one of these 
objectives. Unemployment situation in the country has 
worsened since the beginning of the planning. There have 
been many causes for this deterioration. The Keynesian 
emphasis on increasing public outlays for augmenting effective 
demand in the economy stressed merely one of the many aspects 
of the problem. The Indian planners have been very eminent 
economists and their understanding of the economic theories 
and monetary implications has been profound. Nonetheless, 
they seem to have missed the uneconomic forces imading 
planning decisions. 

It is true that the total income in a community equals the 
amount of output produced multiplied by its price during any 
given period. This should also equal the number of persons 
employed multiplied by the (average) wage level. This is, however, 
an over-simplification because it assumes the possibilities of re- 
solving all factors of production in terms of labour. This identity 
would suggest that the volume of employment (£) depends upon 
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the level of output (O) and the relative price (p)==-wage(w) ratio. 

That is, . This identity indicates that output remaining 

constant, if wage rate increased more than the price rise, there 
will be adverse effect on the level of employment. In Indian 
situation, price and wage both have been rising rapidly. One is 
inclined to believe that prices have been leading the race. As 
such, most of the increases in employment opportunities have 
been due to inflationary pressures. Increases in output have 
also provided addition il employment. If wages were not 
allowed to rise, employment might have showed much greater 
expansion. 

Under Indian conditions, the marlvcl is not perfect. Even 
the labour market is not so. Nonetheless, there has been hori- 
zontal mobility of different categories of workers; this, in fact, 
has been more significant than vertical mobility. This has led 
to shifts in the different categories of the workers from one 
place to another. The question of rural urban unemployment 
can be vlc^^ed as a problem of mobility of agricultural workers 
who arc mainly unskilled workers to another (urban) region 
causing unemployment of unskilled workers in urban areas. 
But, once they become (unskilled) industrial workers, their 
response to prices wages, producti\ity, etc., significantly alteis. 
That ha> been the result of factory-ization or urbanization of 
workers. 

For our present purpose, we may consider the entire 
economy as consisting of two sectors, namely, agricultural and 
non-agricultural. Let employment m the former be denoted 
as El and in the latter as £ 2 * similarly, the output in the former 
as <9i and in the latter as 0»; therefore, 

ll’i U 2 

But, wages in the agricultural sector (m’i) depend upon the 
wages prevailing in the industrial sector (u’g). Industrial wages 
depend upon the prices of consumer items prevailing in the 
market. Consumer expenditure of the industrial workers 
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consists of expenditure on foodstuffs as well as manufactured 
items. Prices of these items have been rising rapidly and 
there has been no expectation of achieving stability in this 
regard. Therefore industrial wages also have been rising. 
Rising industrial wage-rate has to be reflected in increasing 
productivity, otherwise, there could be retrenchment within the 
limitations imposed by labour legislation and trade union 
influence. Gheraos reflect pressures for increasing wages without 
corresponding increases in productivity. 

But, agricultural wages do not have any direct relationship 
with productivity in this sector. Employment of agricultural 
workers does nol depend much on the marginal output of 
the workers in that sector. Agricultural inputs do not so much 
influence the price of agricultural outputs as in the case of 
industries. And it would be erroneous to relate the agricultural 
wages with agricultural prices. Agricultural prices and agricul- 
tural outputs also do not have so much of direct relationship 
with each other. Not the procurement prices and minimum 
support prices but the expectations relating to them in a vague 
and general way detcimine the aica of cultivation under 
different t>pes of crops, and the output accruing from this area 
depends upon several economic and non-cconomic factors in con- 
tradistinction with the industrial manufactures. This situation 
suggests that agricultural wages are \ery sticky. Therefore, 
when prices of agricultural and manufactured articles are rising, 
as has been in the case in India during the last twenty years 
or so, there would be mobility of workers from agricultural to 
industrial regions. The rural works schemes and the rural 
industrialization progiammes do not t ikc these basic features 
into account, and as such, they have failed to make such 
impact. 

The Keynesian recommendation relating to the public ex- 
penditure policy docs not hold good in an underdeveloped 
economy of the Indian type. Lack of monetization and com- 
mercialization does not allow money injected in the economy to 
circulate freely. Consequently, it leads to whirlpool of money 
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circulation in limited areas. This fact is already well recogni- 
zed. But, the Keynesian approach should be viewed from 
another angle as well. The public expenditure policy should 
be adopted to this overall view. Total income in a country is- 
an (approximate) aggregation of personal and public expendi 
tures plus surplus in balance of payments. Personal and public 
expenditures are either on consumption items or on investment 
goods. Investment goods do not have an end by themselves; 
they arc incurred because they are needed to produce consumer 
goods. The amount of expenditure on investment goods and 
the pattern of distribution of the investment outlays would 
ultimately depend upon the nature and extent of consumer 
demand anticipated during any period. In India, the level of con- 
sumer expenditure has been so much “throttled” that the real 
incentive for production does not come through. Once consumer 
expenditure is not given fiee play, desire to export and to earn 
foreign exchange is also reduced. This has been furthei^accentua- 
ted because imports are not related to export efforts of the indi- 
viduals. Import requirements of different sectors give fillip to ex- 
port incentives, but in an era of controls and regulations exports 
and imports of the country are assessed and permitted independ- 
ent of one another. Thus, by disrupting the natural invisible re- 
gulatory interconnections between consumption and investment 
outlays with their relationship with external trade, the resilience 
of the economy has been minimized. As a result of this dc-link 
ing, the multiplier effect of which Keynes spoke of has not 
been given a free play. In absence of this expansionary ten- 
dency assumed in the Keynesian analysis, it is not logical to 
expect substantial expansion in employment opportunities 
following large amount of public expenditure in India. 

There is another aspect of the problem too. Keynes 
emphasized the importance of marginal efficiency of capital. 
In essence, this is an estimation of the expected yield from the 
use of certain types of capital equipment. In an era of un- 
certainty about the allotment of raw materials, restrictions over 
fuller utilization of the existing industrial capacity and 
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frequent labour-employer conflict, it is difficult to venture any 
stable expectation of the future return on one’s capital invest- 
ment. This, in its turn, reacts adversely on the employment 
situation. Moreover, the yield from employing additional wor- 
kers, in view of threats and uncertainties in the economic 
situation, would induce the entrepreneurs to go in rather for 
assured amount of limited profit (though exhorbitant in existing 
Indian condition) than to embark upon expansion programmes, 
and risk gheraos,'underutili7ation of capacity, and reduced profit. 
Labour difficulties have already initiated a tendency among the 
industrialists to set up capital-intensive projeets as far as possi- 
ble. As a result of these factors, the industrialization of the 
country has not assisted the expansion of employment opportu- 
nties as much as it could have done otherwise. 



CHAPTER X 


FOREIGN AID 

Thl Probllm of foreign aid is so full of political overtone 
that its objective examination often becomes difficult. The 
donor countries have their own historical, ideological, econo- 
mic, military, and sociological considerations in offering 
external assistance. Even the developing countries have their 
own fears. Having recently attained political liberation, they 
wish to avoid any further domination — economic, political, or 
otherwise— due to the flow of external assistance. I’urthcrmore, 
foreign technical collaboration, which has been an important 
aspect of foreign aid, has generated so much heal that its 
beneficial influences arc gencially overlooked. The question 
of foreign aid being so much psychologically involved* should 
be approached rather carefully. 

The disillusionment with external aid is making the industii- 
alized countries reticent m granting additional doses of the 
same. The level of foreign aid envisaged during the develop- 
ment decade has not been forthcoming. The developing 
countries have been reconsidering their strategy. The flow 
of external aid has been drying up. The terms of assistance 
have become harder. The “grant” has almost vanished. The 
developing countries arc, therefore, experiencing diflicultics 
in replenishing tlieir foreign exchange reserves. This difficulty 
is likely to increase in future. During the next ten years or 
so, the quantum of bilateral foreign assistance might signifi- 
cantly decline. The limited assistance would be available only 
through the international agencies. When that happens, the 
approach to external aid would be entirely different. 

Types of Foreign Aid 

Presently, there are three main types of external assistance. 
These are; capital aid, technical aid, and commodity 
assistance. 
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The different forms of external assistance have different 
implications. The various kinds of foreign aid are needed 
in order to cater for the varying needs of developing countries. 
The inability of underdeveloped countries to pay for their 
growing requirements of machinery and industrial inputs, and 
difficulties in acquiring technical know-how already acquired in 
advanced countries, and the paucity of essential consumer goods 
such as foodgrains, milk-products, and medicines whose demand 
cannot be unduly postponed ha\c been the main causes for 
seeking different kinds of external assistance. Bui, the develop- 
ed countries also have their own limitations. The total 
supply of diffeienl kinds of foreign aid depends upon the 
conditions prevailing in donor countries and has to be related 
to the total needs of developing countries. Elfecti^e external 
assistance depends on the matclunc of the two. 

Motivations for foreign Aid 

The basic reason foi assisting an underdeveloped country 
is a growing awareness among the advanced countries that 
they must share their prosperity with other developing countries. 
On the other hand, the non-induslriali/ed nations find it 
dillicult to obtain their requirements on strictly business 
terms: they are not in a position to pay for all their imports. 
Therefore, they need special ariangcments for meeting their 
requirements. By providing external assistance, the advanced 
countries agree to supply the much needed foreign exhange 
resources in such a way that the immediate needs of the deve- 
loping countries a. e n.et and thc> are permitted to pay back 
the debt obligations later when they aic in a better position 
to do so. In th'S process of helping the developing countries, 
; he advanced countries aKo derive certain advantages. There 
have been political, economic, miluaiy, and several oiLcr 
considerations which induce the advanced countries to make 
foieign aid tivailablc to ihe developing countiies. 

Political motivations are not necessarily connected with 
contiolling the ccon.Muy of the aided country. These do not 



334 


CURRENT ECONOMIC PROBLEMS 


imply any desire to influence the administrative decisions 
of the developing country either. They generally refer to 
historical or ideological affinities between the donor and the 
assisted countries. As a result of such associations, the 
advanced countries offer a large bulk of external resources 
for the development of the other. Take for example, the 
case of Great Britain and France. During the last two 
centuries or so, they have been the most important colonial 
powers. Now, they have relinquished their imperialist 
domination. But, they wish to maintain their traditional 
and historical alliances. For this reason, a close economic 
tie between the mother country and the colonies is still main- 
tained. This close relationship is reflected in the quantum 
of bilateral aid offered by the United Kingdom and France to 
their erstwhile colonies. In 1964-65, 87 per cent of the 
British external assistance was directed towards the Common- 
wealth of Nations; and 96 per cent of the French bilateral 
assistance in 1962 went to the Franc Zone countries. 

Ideological considerations in mobilizing external assistance 
can be seen in the United States programme of assistance to 
Latin American countries. Even the European Recovery 
Programme for the reconstruction and development of the 
war-ravaged West European countries as well as the United 
States assistance to the South East Asian countries are pri- 
marily guided by strong anti-communistic sentiments. The 
communist countries have also been exploring possibilities for 
extending their sphere of political influence. The Chinese 
assistance to Nepal, Yemen, Tanzania, and other Afro-Asian 
countries has been motivated by ideological considerations. 
The Soviet Union has also similar considerations guiding her 
foreign aid policy. Even in the case of Japan, it has been 
stated that the urge to establish political and economic hegemo- 
ny has been one of her motives in extending external aid. 

Such considerations can endure only on the 
basis of firm reciprocal relationships. Any concessions 
granted to the backward and underdeveloped countries 
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must, in some form or the other, provide corresponding gains to 
the donor countries. This is important because altruism by 
itself is not sufficient. All forms of external assistance must be 
accompanied by some form of financial and trading advantages 
to the donor country. There are many forms of advantages 
that the donor country might be seeking. In earlier periods 
of colonization, the rubber plantation and tin mining were 
fostered in South East Asian countries with a view to assisting 
the industrial development in the mother country. Expansion 
of the Indian Railways during the nineteenth century was 
primarily motivated by the objective of pro\ iding clicap trans- 
port facilities to industrial inputs required by the British indus- 
tries. Similar gains have induced e\en the European Common 
Market in giving special facilities to its African associates. The 
Japanese credit for developing iron ores in India, the Chinese 
deal for importing rubber from Ceylon, and the American 
stipulation that a portion of P.L. 480 fund should go to help 
the associates of American business firms arc examples of eco- 
nomic motivations. 

There are three other types of economic relationships which 
may be considered in the present context. First, the a'isociation 
between certain countries may be for market integration. An 
example of this kind of association has existed between France 
and the Franc Zone countries. The war ravaged France could 
hasten its recovery as a result of its association with the 
African Franc Zone countries. They needed capital goods and 
other items produced by France. The Franc Zone countries 
piv;vidcd expanding market opportunities to France. In many 
cases, the association of underdeveloped countries with 
industrialized nations has been with a view to integrating the 
market possibilities of the t\NO. 

The second type of relationship is forged under foreign 
collaboration. Under this kind of arrangement, the foreign 
collaborator provides technical know-how, technical details 
of special manufacturing processes, blue-prints and drawings 
f r the manufacture of different parts and components, training 
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facilities for artisans from the developing countries, besides 
providing capital goods against equity participation, royalty 
payments! etc. Sometimes, payments arc even made 
for the use of brand names. Foreign collaboration 
might give the overseas industrialists an opportunity for 
participation in the financial control and administration of the 
industrial undertakings established in developing countries. 
Such relationships might secure better market prospects for 
parts and components of the machinery supplied to the latter. 
Besides, this association gives the collaborators an opportunity 
for gaining wider experience and thereby making them better 
acceptable to other developing countries. 

Thirdly, the association might strengthen the national cur- 
rency of the part cipating countries. Every country wants to 
maintain stability in the par value of its currency. Foreign 
exchange reserves aic important for strengthening the national 
currency. For this rca^jon, the Sterling Area has c mtinued for 
so long. The various bloc^ directly and indirectly aim at this 
objective. Under ^uch arrangements, gains in foreign exchange 
reserves by one country may be offset by deficits incurred by 
another without creating serious imbalance for the group as a 
wiiole. It has been stated that the francification of the crstwdiilc 
Fiench colonies in Afiica was suggested on similar consider- 
ations. The supremacy of American dollar, German deutschc- 
mark, Frcncli franc or of the British sterling has been primarily 
established due to such economic support. 

Another important b^isis of external assistance connected with 
maintaining ideological supremacy has been military alliances. 
The countries belonging to various military alliances such as 
NATO, SEATO and other defence groupings have received a 
fair amount of foreign aid primarily due to their adherence to 
specific military pacts. Turkey, Korea, Viet Nam, and Pakistan 
are examples in this regard. This form of assistance does not 
only imply supply of military hardware but assumes provi- 
sion of many types of facilities during the period of emergency. 
The present-day defence preparedness requires securing foot- 
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holds at strategic locations, permission for establishing defence 
installations, facilities for meteorological observations, radar 
facilities, communication support and many other arrangements. 
They may seem innocent arrangements during peace time but at 
the outbreak of hostilities such reciprocal arrangements are of 
immense advantage. Unless the strategically located countries 
are friendly, effective manoeuvrability of the army could be 
seriously impeded. This clearly explains the special importance 
attached to Nepal, Afghanistan, Pakistan, Turkey, and Viet 
Nam. These are the countries where foreign aid has been 
pouring in abundantly. For such considerations, the United 
States offers 30 per cent and the USSR 25 per cent of their total 
bilateral assistance by way of direct military aid. 

Foreign Aid to India 

The Indian experience in mobilizing external aid for her 
programmes of economic development has provided an in- 
teresting example of different motivating forces inducing 
foreign aid. Many countries with different shades of political 
ideologies have contributed to Indian developmental efforts. 
Different objectives have led them to assist India. Probably, 
it has been its strateg c locat on and political neutrality that 
led the donor countries to supplying appropriate types of 
assistance in sufficient quantity to it. 

Authorization of Foreign Aid 

By the end of September 1968, the total authorization of 
external aid to India, as given in Table 1, amounted to 
Rs 8,461.52 crores. Of this, Rs 972.99 crores, or 11.5 per 
cent was offered by the USSR along with other East 
European Socialist countries and Rs 4,279.74 crores or 
50.4 per cent by the United States of America. The US 
aid, thus, amounts to more than four and a half time the 
assbtance authorized by the Socialist countries. Four of the 
Commonwealth countries, namely, the United Kingdom, 
Canada, Australia, and New Zealand taken together have con- 
tributed more than the aggeegate aid authorized by the Soviet 
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and the Socialist countries. West Germany has been another 
substantial contributor to India. 

The tabic also shows ulilization of external aid from differ- 
ent countries. It is significant to note that 93.4 per cent of 
the US authorization lias already been utilized, whereas 
the utilization of the Soviet aid ha< amounted to only 40.5 
per cent. This suggests that the Sovicn aid has not been closely 
tailored to the needs of India, whereas the bulk of the US 
aid is aptly related to the Indian requiienients. Utilization 
of the German aid amounted to 86 per cent, and that of 
Japan 93.1 per cent. An important feature of the Japanese 
assistance has been its close linkage w'lih the development 
of iron mining in which Japan has been vitally interested. 

The Uniicd States has offered Rs 172.65 cioivs as “grants," 
whereas Canada has contiibuted Rs 268.41 croies as such. 
But, the “grant" element ol foreign aid ha^ receiUly been 
declining. During the I irst Vwv Year Plan, 36 per cent of 
total assistance accounted for grants which declined to 18 per 
cent of the total during the Second hive Year Plan and to 
only 4 per cent during the Third hive Ycai Plan. The Socialist 
countries, as a lulc, do not olTcr grants, though some of them 
have done so. Such assisiancc from this gr^nip of counliics has 
amounted to (udy Rs 8.22 cu»res. Details of tins break-up 
are not given in the table: but tin’s point should be 
kept in view while examining assistance from diffcient countries. 
While studying this tabic it slioiild also be kept in view 
that the value indicated ihcicin has been conveited into Indian 
rupees as a result of which some awkward situation has arisen. 
For example, when utilization has exceeded authorization, this 
lias been due to the discrepancy existing at different points of 
time in the par value of the Indian currency. 

During the last few yeais, iiesh authorizations have been 
declining. Lven the Economic Surrey I968’69 has recorded that 

there has been a substantial decline in fresh authorizations 
of foreign assistance during the last eighteen months. These 
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amounted to only $ 982 million in 1968-69 as compared to 
$ 2,136 million in 1966 - 67 . . . . This sharp drop in authori- 
zations of fresh aid was due to several reasons. The USSR 
and other East European count! ies had authorized aid in 
1966-67 for a five-year period, and only Bulgaria among 
these countries made any fresh commitment subsequently. 
Similarly, the International De\clopmcnt Association was 
not able to announce any aulhorizaiion in 1967-68 because 
its resources had not been replenished by its members. 
Finally, US assistance was lowei due to a reduction in the 
overall US aid appiopriations.^ 

This shows that the general trend in the How oI cxteina! aid 
has not been libcial. 

Utilization of Foreign I id 

The utilization of foreign aid gained momentum, generally 
speaking, with the beginning of the Second Five Year 
Plan, and more particularly alter the foreign exchange crisis 
in 1957-58. During the first five Year Plan fureign aid, 
amounting to only Rs 201.67 croies, was ulih/ed. This, on 
an average, was of the order of Rs 40.33 cioies per yeai. During 
the Second Plan period the utilization of external aid increased 
seven-fold. The total utili/alion dining the quinquennium 
1956-61 amounted to Rs 1,430.19 croie^ giMng an annual 
average of Rs 286 04 eroic>. 1 ne total a d Uiili/ed duiing the 
five ycais of the 1 hiid Plan amounted to Rr* 2, 8b7. 52 crorcs 
with an annual average ot Rs 573.50 ciores, but amountaig to 
Rs 768 croies duiing 1965-66. During the iollowing two 
years, the level ul utili/aiion increased to Rs 1,052.82 crores 
and Rs 1,189.73 croies lespectively Thus, it is obvious that 
the Indian dependence o.i external aid has been gradually 
increasing with eveiy year of the plan implementation. This 
is specially disturbing when the countiy has been planning to 
reduce her dependence on exteiiial assistance drastically, to 
about half oJ it, net repayments, by the end of the Fourth 
Plan peuod. 

^Economic Sur\iy, 7968-69, p. 37. 
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more and more difficult to obtain foreign aid; the Aid India 
Consortium authorized only Rs 717.79 crores in 1967-68 as 
against Rs 1,093.74 crores in 1966-67. The interest charges 
on different loans have also been rising. The Agency for 
International Development, the main source of development 
assistance from the United States, used to charge 3/4 per cent 
interest rate for loans authorized prior to 16 December 
1963 but it has subsequently raised it to 1 per cent for the 
first 10 years and 2.5 per cent for the remaining 30 years. 
The development loans extended by Canada, France, Italy, 
and West Germany now carry an annual interest cha'^ge of 
between 5 and 7 per cent, which by no standard can be con- 
sidered “soft.’* Even the terms of assistance from the East 
European countries, and the Soviet Union though subject to an 
interest charge of only 2.5 per cent per annum requite the pay- 
ment of the principal and the interest to begin within one year 
of the completion of deliveries, irrespective of the stagg of pro- 
duction. Those arc by no means easy terms of foreign aid. 

Besides, the machinery and equipment supplied under 
external assistance are not neccss-arily at the intci nationally 
competitive rates. In their pttper on Factors Reduiing the 
Value of foreign Aid, Tapan Piplai and Niloy Majumdar have 
indicated that the cost of supplies under foreign aid has been 
substantially higher than the prices prevailing for the normal 
commercial supplies. They have quoted Di Mchboob A1 
Haq, a member of the Pakistan Planning Commission who has 
estimated that the cost of implementing 20 development pro- 
jects financed by six countries increased by 51 per cent over 
what it would have been possible from the lowest source of 
supply. Similarly, Michael Kidron has estimated that India 
may normally be paying anything between 6 and 15 per cent, 
sometimes as much as 20-30 per cent above the ruling prices 
for aid-supported imports. These arc suggestive of the fact 
that the external aid is not ail philanthropy; care seems to 
have been taken by the donor countries to secure the “pound 
of their flesh.” 
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Impact of Foreign Aid 

It 1 ^ difficult to segregate the impact of external aid on 
different sectors ol the econom\ The effect ol (oieign aid, 
nonetheless, has been csid^nl in manv directions On c the 
external assistance begins to flow in, various adjustments be- 
come necessary Sometimes, the administratis c machinery has 
to be reorganized, at times, new fiscal ana monetary measures 
have to be adopted and on other occasions, ioreign trade 
organizations have to be modiiicd to suit the changinc condi- 
tions When the technic il expeits and advisers arrive in a 
couiitiy, many t>pes ot sociological idpistments become 
necessary m oider to include and accept them in ihe social 
fabric In this wav, scvcial changes occui as a lesiilt of 
foreign aid, niinv o! which arc diflicult to be identified and 
categoii/ed Heie, we shall ho\\e\ei mention the impact of 
foieign aid on aariciillure, indu-stiial development, foreign 
trade, debt scivicing liibiliiic^, and on iiiilationaiv monctaiy 
expansion 

tmpac t on 4gf u nhw t 

An> piopcr assesMUtiU it ihc impac^ ol loteign aid on agri- 
cultural scctoi should a!sv> t iko mlo account the assistance 
given for tho'^e scclois oi lndu^trnl dcvtlopmcnt which help 
agricultuie Various ucm> ol n. inutactuic such as agricultural 
implements, iiaclors iind paits, dicsel pump as well as terti- 
lizeis and pesticides luve ^ignilicant impact on augmenting the 
pioductivily ol lind I ducational »-e>esa!ch and training 
facilities lelating to agricultural subjee s are also lelevant in 
the present context \griculluial demonstration farms, 
supply of dairy equipment, Icatlui tanning equipment and 
many other similar itcuns which mfluence the agricultural 
activities should also be taken into account Necessarily, 
they involve complicated estimates 

Even a limited approach to such estimation would indicate 
that the proportion of foieign aid directed to agiicultural 



344 


CURRENT ECONOMIC PROBLEMS 


development has been declining, nonetheless, its contribution 
has been significant. According to Professor V.K.R.V. Rao 
and Dr Dharm Narain, the total authorization for the agri- 
cultural sector including commodity imports amounted to 43 
per cent during the First Plan period, and 65 per cent during 
the Second Plan period. Of these, the commodity imports 
accounted for 29 per cent during the First Plan period, and 
64.6 per cent during the Second Plan period. For the Third 
Plan, the total authorization for agricultural development 
has been estimated at only 12.7 per cent; 12 per cent of 
which might have been in the form of commodity imports. 
An estimate made of purpose-wise distribution of total ex- 
ternal assistance authorized up to 31 March 1955 has put 30.9 
per cent of the total aid as on agricultural development, this 
is besides 6.8 per cent of the total on irrigation and power 
projects. 

Impact on Industrial Development 

Of the total authorization of external aid to India, almost 
half of it has been intended for industrial development. The 
impact of foreign aid on this sector has indeed been substan- 
tial. The changing spectrum of industrial expansion in India 
has primarily been the outcome of external aid. 

At the outset, however, mention may be made of the 
setting up of the three steel plants at Bhilai (with Soviet aid), 
Rourkela (with West German aid) and Durgapur (with the 
UK assistance) of one million ton ingot capacity each in 
the public sector, and the modernization and expansion of 
TISCO and IISCO in the private sector which have added a 
further 1.5 million tons of steel capacity. There have been 
many other projects such as drug projects at Santnagar 
(A.P.), Rishikesh (U.P.), Munnar (Kerala) and Guindy 
(Madras), Heavy Machine Tools (Ranchi), Heavy Electricals 
(Bhopal), and other similar projects which have been vital for 
providing extensive base for further development of the related 
industries and have been implemented with assistance from 
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various advanced countries. 

Impact on Foreign Trade 

Even the pattern and the direction of foreign trade have very 
much altered as a result of external aid. The Indian trade 
with the East European Socialist countries has very much 
increased as a result of Rupee Payment agreements. 
Under these agreements, India received external aid from 
these countries against rupee payments. This reduces the 
foreign exchange strain on India. Under this arrangement, 
the payments are made in Indian merchandise and exported 
to the donor countries. This has opened new sources for 
the supply of foieign aid to India, and it has also established 
new markets for the Indian merchandise. Similarly, India has 
entered into agreement with Japan under which India sup- 
plies to Japan iron ores against external aid supplied by the 
latter. This has expanded India's export opportunities in 
the Japanese market. It is inteiesting to observe the diversion 
taking place in Indian foieign trade from the West European 
countries to the Socialist countiies. The Indian trade with 
the United Kingdom in particulai and the Commonwealth 
countries in general has also been declining. Such changes 
are vital A critical u; praisal of the long-term repercussions 
of the diversion from democratic to Socialist countries should 
be made at an early date in order to finalize the best course 
for the country. 

Here, another point which has already been made earlier, re- 
lating to the aid supported impoits and repayment in exports, 
may be referred to in the present context. In the long-term, 
high-cost imports cannot endure when the flow of external aid 
would cease. Similarly, the unnatural exports undei temporary 
stimulus would have to adjust to natural conditions. Thus 
external aid might be considered leading the pattern and 
direction of trade m the aided country to an unnatural tem- 
porary balancing. 

Debt Servicing Liability 

There are two kinds of repayments involved in debt servic- 
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ing liabilities. These are amortizations and interest payments. 
The former refers to the repayments of capital, thtit is, the 
amount paid to the donor in order to extinguish the debt 
liability, and the latter to the amount paid for the use of money 
lent. The level of debt servicing liability in any year would 
depend upon the quantum of loan element of the external 
aid and the structure of interest rates for those loans. The 
following table shows India’s debt servicing liabilities for the 
last few years. 


Table 3 

TOTAL DEBT SERVICING LIABILITY 

(Mil LION DOLI AR LQUIVAILNT) 


Year 

Anioitization 


Intctcsf 


Total 

1960-61 



- 


115 

1961-62 

J45 


69 


214 

J 962-63 

105 


81 


186 

1963-64 

124 


100 


224 

1964-65 

147 


107 


254 

1965-66 

124 


139 


263 

1966-67 

184 


135 


319 

1967-68 

283 


161 


444 

1968-69 

— 


— 


517 


Source : Lconomic Suncy, 1968-69 j Ministry of Finance, New Delhi. 


The total debt servicing liability of India has increased from 
$ 115 million in 1960-61 amounting to 8.3 per cent of her 
exports in that >ear to $ 444 million in 1967-68 which is of the 
order of 27.8 pci cent of the exports. In 1968-69, the debt 
servicing liability would amount to about $ 517 inillion. As 
it would be seen from the above table, the total debt service 
charges have been rising sharply since 1965-66. This consi- 
derably reduces the net worth of the foreign aid received. 
The need for debt rescheduling, therefore, becomes of urgent 
importance. Otherwise, such a high level of foreign exchange 
commitment would substantially corrode the advantage of ex- 
ports. Economic Survey, 1967-68, has appropriately emphasized 
the point. It has stated: 
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In 1966-67, debt service payments wcie large and represen- 
ted a substantial increase over the picccding yeai. During 
the current year, debt service payments have gone up further 
and there was the additional burden of hnanciiig food im- 
ports Foreign exchange lequiied for these two purposes 
constituted nearly 40 pei cent of the total free foieign 
exchange expenditure on imports and debt service 
and nearly 50 per cent of thf country’s foreign exchange 
eainings from exports In absence of freely usable assistance 
in adequate amounts, a considciablc pait of the inescap- 
able imports and debt sci vice payments had to bw financed 
by running down foreign cxch mge reseives “ 

The above indicates the long-tcim difficulties ertUed by 
foreign aid Greater the dcbi serMcmg liabiliiv heavier the 
foreign exchange burden and more severe the limiiations 
imposed on the economy Indiseiiminate acceptance of 
foreign aid in some eases might even stagger iht econom> to 
such an extent that sclf-reluncc would rem un raercl> a 
pious hope 

Aid Undu Public Lcn\ 480 

Assessment of the impact of eommodU> aid undci Public 
Law 480 has been controvcisial The pi>mLiUsfor the commo- 
dities imported under this piogiammc mostly made n\ Indian 
cuiicncy are deposited with the Rescue Banl of India since 
1960, instead of with State Bank of Ind a as during the eai lier 
peiiod The amount IS deposited in the US I mbassy account 
on which It cams interest as well. Subject to margin d adjust- 
ments, 40 pci cent ol the accruals ar^" given as loans and 
40 per cent as grants to mutually af^recd development projects 
in Inida Rest of the amount can be spent b> the US Embassy, 
but It has been stipulated that a portion of it can be given 
as aid to associates of the Amciican films, and another portion, 
on other items of cxpendituic as agreeu under Cooley 
Amendment It has often been stated that PL 480 aid has 


^Economic Sun 1967-68, p 36, 
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not been helpful to India; and that the Americans under this 
programme have been dumping in India their own surplus 
farm products. 

Whatever the other consequences, at the very outset, it 
must be acknowledged that the country would have faced 
very difficult times fighting famines and droughts if timely 
foodgrains under this programme d’d not arrive in India* 
P.L. 480 aid has also helped the country in fighting the menace 
of inflation. If the foodgrains were not available, the scarcity 
would have intensified, the prices would have risen higher 
and the inflationary spiral would have risen higher still. 
Furthermore, it should be remembered that many countries 
have been opposed to the US offer of assistance under this 
programme. In order to appease such oppositions, it was 
made a piecondition that P.L. 480 imports were not to disrupt 
the normal international marketing arrangements. Nonethe- 
less, many countries have protested against P.L.* 480 aid. 
They have stated that this programme has unduly depiessed 
the market prospects for many of their commodities. For 
example, Pakistan has been complaining that the American 
shipments of P.L. 480 cotton have resulted in lowering the 
Pakistani earnings from her cotton exports. Greece and 
Turkey have felt the same with regard to tobacco. The 
export of wheat under the programme is considered harmful 
to the exports of Canada and Australia. In this way, it may 
be shown that no act of kindness can be neutral. Even those 
who consume P.L. 480 wheat or use P.L. 480 cotton complain 
of the poor quality of the products. They overlook the 

fact that the supplies under this Public Law are procured 

by the recipient government officials, shipment and storage 
arrangements are made by them, and the products are 

ultimately distributed to the final consumers by the local 

admininstration: the United States Government authorizes 
the amount to the recipient government in US dollars for 
direct procurement of the commodities from the US produ- 
cers. The quality of the supply, in this case, does not depend 
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Upon the donor country, rather it depends upon the procur- 
ing agencies. 

A serious complaint against P. L. 480 programme has been 
connected with its repercussion on the monetary expansion of 
the recipient country. Eminent economists had taken positions 
on opposing sides. Therefore, the Estimates Committee of the 
Lok Sabha recommended that this matter should be carefully 
looked into. In accordance with this recommendation, the 
Ministry of Finance of the Government of India set up in 
June 1968 a group headed by A.M. Khusro, Professor of 
Monetary Economics, University of Delhi, to study the impact 
of the P.L. 480 transactions on the Indian monetary system 
and to suggest means to overcome the difficulties. The Group 
has expressed the view that the transactions have resulted in 
providing budgetary support to the government to the extent 
of the value of foodgrains imported under the agreement minus 
the amount actually spent by the US authorities either for 
their own use or for giving loans to the private sector under the 
Cooley Fund programme. The Group has, therefore, opined 
that the net effect is that to the extent the transactions provided 
resource:* to the government, they reduced it:* deficit provided 
other things were equal and as such this part of P.L. 480 
assistance has a contractionary effect on the money supply. 

At the tiine of the study ot the problem, the Group found 
that the total amount covered by ten P. L. 480 agreements 
signed since 1956 was Rs 2,240 crores for the import of agri- 
cultural commodities. The US withdrawals had been relatively 
small avei aging out to less than Rs 15 crores per annum, 
and runn ng in recent years at an annual rate of aboui Rs 50 
crores. This woiked around one per cent of the total 
expenditure in the Union Budget. In the opinion of the Group 
the budget can easily lake care of these withdrawals so long as 
they continue to be small and spread out over a period of time. 
Thus, it has been suggested that P.L. 480 transactions do 
not control the money supply in the country. 

The Group has furlhej stated that the change made in 1960 
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whereby the Reserve Bank of India instead of the Stale Bank of 
India acquired P. L. 480 deposits and invested them in govern- 
ment securities was favourable in many ways and it avoided any 
possible effect on the expansion of monetary supply. So long 
as P. L. 480 deposits were lodged with the State Bank of India, 
a rise in its liquidity ratio had an obvious potential for mone- 
tary expansion; but the possibility of su«.h an inflationary occur- 
rence has been eliminated after the change in 1960, Even 
when the deposits weie with the State Bank of India, the 
Khusro Group of experts felt that the potential was not appreci- 
ably utilized for monetary expansion. 

The P. L. 480 fund has, however, much inflationary potential 
specially in future when the flow of commodity imports under 
the programme begins to dwindle oi come to an end. The Group 
has pointed out that the imports under P. L. 480 programme 
are not likely to continue for long. Gradually the level of food- 
grains impoited under this programme would decline. This 
need not be accompanied by simultaneous reduction in the 
fund and the withdrawals by the Embassy of the United Slates, 
If during any period, the US withdrawals exceed the value of 
fresh importj, the P. L. 480 tiansactions might be inflaMonary, 
But, in that case also, this would be reflected in the budgetaiy 
deficits of the Union Government, Wlien this happens, there 
is adequate machinery at the disposal of the government to 
counteract such a deficit through taxation and other measures. 
However, the Group has concluded that a major source of 
inflation lies in the final accumulation of fund in the US hands 
in India, As the projects under P,L, 480 agreements mature and 
repayment of capital with 4 per cent interest is made by 
the Government of India into the American account at the 
Reserve Bank of India, a large volume of liquidity would 
pile up in the US hands. Assuming that grain imports are 
stopped at some date in the future, the re-spending of these 
accumulated funds by the United States, if allowed freely, can 
become an obvious source of inflation, Tlic situation, therefore, 
according to the Group needs serious consideration in order to 
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ward off buch eventualities. 

The actual situation that would prevail in future would very 
much decide the actual repercussions of the heavy US spend- 
ing out of the P.L. 480 fund. If by the time inflationary impact 
developed, the Indian economy became a scene of the agricul- 
tural revolution and the pace of industrialization also caught 
up, it is likely that (he government might even consider 
presenting a surplus budget or smaller deficits (than would 
otherwise be the case) in order to nullify tlie impact of cKpendi- 
ture on US usage out of accumulated US owned funds in India. 
Thus, any scheme suggested for counteracting the future course 
of events following the US spending out ol the P.L. 480 fund 
would depend upon what course the Indian economy itself 
takes. Nonetheless, the Group has suggesleJ that there could 
be a cushion to the economy from this kind of inflationary 
impact if the government could obtain a grant from the 
United Slates or, alternatively, enter into a mutual agiccment 
to freeze the fund permanently. In that case, the accumula- 
ted amounts oi agiecd parts iheicof can be annihilated and 
the economy cushioned from their impact. The matter would 
be akin to the burning of currency notes ai retirement, the 
Group has slated. 

The various lecomnundations of the Group have been 
considered by the Government of India. It has been stated 
that the government is alive to the problem. The existing 
checks on the P L. 480 fund aie thought adequate. Even 
presently, expcndiluic out of the fund is made in consullalion 
and with the concurrence of the Government of India. As 
such. It is not justified to believe that "‘the government 
has mortgaged India’s future to the United Slates.” 

Foreign Aid under Fourth Plan 

Dependence on foreign aid is program ned to decline during 
the Fourth Plan; it would then constitute only 8 per ceni of the 
total outlay as against 25 per cent during the Third Plan. At 
the end of the rourlh Plan period, the net aid to India is 
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expected to be half of the current level. This is very necessary 
in order to bring self-reliance in the economy. 

Gross external assistance for the Fourth Five Year Plan 
msy amount to Rs 4,030 crores inclusive of Rs 380 crores 
of food aid under P.L. 480. Of this, the debt repayment 
liabilities on account of amortization and interest charges 
excluding repayments due to I.M.F. amounting to Rs 280 
crores would be of the order of Rs 2,280 crores. On an annual 
average, the debt servicing charges would take away Rs 456 
crores and thereby seriously reducing the possibility of 
earning adequate free foreign exchange. The net foreign 
aid for the Fourth Plan would amount to Rs 1,750 crores 
giving an annual average of Rs 350 crores. This will 
require the programme of import substitution to be carried 
out more vigorously. 

The estimates of foreign exchange requirements have been 
made on an assumption of imports to account for only 
Rs 9,630 crores during the period, and exports to show a seven 
per cent per annum rate of growth yielding Rs 8,300 crores. 
Both these assumptions are based on many uncertainties. The 
objective of self-sufficiency can be achieved only on the success 
gained in the sphere of international trade. 'I his is related to 
an appropriate programme of import substitution buttressed by 
vigorous industrial expansion and technological researches. 
This also requires aggressive export promotion measures which 
depend on sound domestic economic situation and helpful 
trend in international relationships. Foreign aid has indeed 
become an essential ingredient of Indian planning strategy but 
success in reducing dependence on it would depend on a deli- 
cate balancing of many complicated forces. 
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PLANNING 

Planning as a strategy for economic development aims at 
regulating its course and accelerating its tempo. As such, 
it is related to the task of creating a better society and pro- 
ducing happier individuals. These are laudable social goals. 
But, in the process of objectification of these aspirations serious 
complications arise. Instead of working for the good of the 
people and for the betterment of the society, it so happens, 
many a time unintentionally, that the society is put on the road 
to serfdom. This possibility is further enhanced if the vast 
population, as is generally the case in underdeveloped coun- 
tries, is not well educated and appropriately informed. Unless 
the society is adequately prepared, the use of planning techni- 
que for regulating and accelerating the tempo of its growth 
might do more harm than good* Planning in a suitable milieu 
might be an effective instrument of social engineering; if pro- 
perly exercised it might create a better society, but wielded 
ineptly, it might force the masses to lasting servitude- The 
danger in planning arises from an inordinate emphasis on pre- 
determined rigid targets and on activizing the economic forces 
towards achieving them without recognizing the limitations of 
planning and its explosive possibilities. 

Planning involves decision-making functions. Goals of 
planning are set out deliberately. This is done on the assump- 
tion that the society left to itself could not attain the best 
conditions for its growth. Therefore, the economic forces have 
to be regulated and activized. This leads to polarization 
between decision-making authority and decision-implementing 
individuals. The planning authority makes the decisions and 
the people carry them out. This polarization breeds trouble. 
Even under monarchy with kings having divine right to the 
State, it is not necessary that there should be chaos and poverty. 
Many ancient States tmdei; able And benevolent rulers have been 
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materially prosperous. But, this did not satisfy the people. 
The main difficulty arose due to the separation between the 
decision-making authority and the decision-implementing in- 
dividuals. Under this situation, the individuals did not enjoy 
freedom; therefore, it was to be avoided. 

Many philosophers have recognized this anomaly. That was 
the beginning of the socialist uprisings. Shortly before Adam 
Smith's inquiry into the wealth of nations, Jean- Jacques Rous- 
seau was engaged in analyzing the ultimate basis of govern- 
mental authority as it influenced human welfare. His magnum 
opus Le Contrat Social, Rousseau began by emphasizing that all 
men are bom free but everywhere they are in fetters. Em- 
phasizing the need for emancipating individuals from social 
orthodoxy and institutional rigidities, Rousseau enunciated his 
principles of governmental authority and human conduct which 
ultimately resulted in the French Revolution and ovetthrow of 
the monarchy. It was indeed a fight between the decision- 
making authority and the decision-implementing individuals. 
The individuals tiiumphc^ in this struggle but they could not 
maintain their freedom for a long time. There have been 
struggles for power and survival even after this period. 
As a result of this struggle, the aggressive ones have once again 
subjugated the meek and the docile. As a result of this ten- 
dency, the spirit of liberty, fraternity, and equality has again 
died out. Sloth and inertia of human temperament have made 
it possible for a handful of individuals to subjugate the mind 
and the life of the multitude. The aggressive ones have again 
triumphed in the struggle for survival and for power. The 
spirit of Rousseau is dead, though the carcass still survives! 

This struggle for survival has been so profound and so per- 
vasive that it has dived deep even in the human psyche where- 
from it captivates the unwary in many surreptitious ways. 
At present, the problem is not merely of physical survival; indi- 
viduals have so much identified themselves with their ideologies, 
groups, parties, and leaders that the subjugation and conversion 
of others to one’s own ways of thinking and living have been 
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more vital to them than their physical survival. This struggle 
between different individuals prevails in every sphere of human 
activities. It can be observed even in planning strategy. 

Planning being necessarily a matter of value decisions abo^t 
social goals depending upon the background of the individuals 
who decide the affairs of the State would necessarily depend 
on their (psychological) conditionings and on their personal 
and social backgrounds. The inherent danger in planning 
arises from the fact that the decisions are taken by a group 
of people on vital matters affecting the destinies of the rest of 
the community. In this sense, the planning process becomes an 
attempt to universalize the desires of a few individuals. 

Under dictatorship, it would be the desire or ambition of a 
single individual. Under communism, it would be the desire of 
those individuals who conform to the communistic faith. Under 
democracy, the individuals who manage to align themselves 
with a large number of individuals impose their desires 
on the community. Under no system of government there is 
adequate protection for the meek and independently thinking 
individuals. Thomas Hobbes in this situation, if reincarnating 
again would have to fundamentally alter his assumptions regard* 
ing the basic human nature, and therefore, his justification 
for the origin of the State. Furthermore, those who are in 
power are not always capable of having expert knowledge 
of every problem under deliberation. 

In-built Difficulties 

Almost every government of the modern age considers regula* 
tion of economic forces as its primary responsibility. The US 
Government championing the cause of personal freedom decides 
many vital issues relating to monetary and currency policies, in- 
dustrial licensing, and distribution of industrial inputs and final 
consumption items. The Union of the Soviet Socialist Republics 
controls almost every aspect of human activities. Almost all 
forms of commercial and economic transactions are controlled 
by the Soviet Union. In .betweten these two extremes, there 
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are varying degrees of controls. When such regulations are 
purposive and directed towards achieving a predetermined 
target, they become parts of the planning strategy. 

" Thus, basically, planning is of two varieties: one in which 
all forms of business activities are controlled physically and 
rigidly. In the other category, the economic forces, mainly of 
the fiscal nature, are adjusted in such a manner as to attain the 
desired objective. When the planning authority merely sets out 
the goal and stresses the desirability of the same without rigidly 
adhering to the predetermined target or without arranging for 
the adequate resources necessary fur achieving the targets the 
process may be known as “indicative planning.” The different 
kinds of input-output tables or the shadow pricing systems 
are merely different devices for obtaining appropriate data for 
making necessary decisions. They may, therefore, be considered 
merely as planning tools. 

An essential step in planning is to take decisions relating to 
targets and priorities. If the planning authority has the res- 
ponsibility for determining the various goals of economic 
action, such decisions might begin a series of chain-reactions 
which might, in the long-term, even disrupt the economy. The 
separation of powers between judiciary, legislature, and exe- 
cutive wings of the State is considered essential for maintaining 
democracy; in the sphere of economic activities, the concentra- 
tion of decision-making functions, risk bearing responsibility 
and the right to enjoy the fruits of one’s labour is essential. It 
is for this characteristic pertaining to concentration of various 
aspects of economic functions that planning introduces an 
element of arbitrariness. This very characteristic breeds explosive 
situation. The separation of economic functions leading to 
inner contradictions in the system might bring about stagnation 
instead of progress. 

Decision under democratic planning for establishing different 
projects is taken by the legislature; the implementation of the 
programme is carried out by the civil servants (even the 
workers in public undertakings may be considered as civil 
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servants); the financial resources for the projects are supplied by 
the tax-payers; and prices of the products are fixed according to 
the conveniences of the consumers mainly on political considcra- 
ations* This kind of separation of functions is not helpful in 
the economic sphere. Under this situation, no one is willing ^o 
take calculated risks. Those who take decisions in this setup 
do not have to pay for the tosses occurring due to their wrong 
decisions. The civil servants being responsible to departmental 
enquiries and Accounts Committees for their actions leading to 
financial failures cannot be bold enough to take financial risks. 
There is no reward for outstanding individuals with initiative 
and specialized abilities. This system is unresponsive to quick 
financial decisions necessary for bussiness and commercial 
success. 

Such diMcultte^ are very much accentuated in a mixed eco- 
nomy with a predominant private sector. Private initiative is 
based on profit motive. It cannot successfully work in a society 
cluttered with excessive regulations, uncertainties and inadequate 
supply of essential industrial inputs. When the private sector 
is unable to take its investment decisions and when there is 
danger of profit being appropriated in one way or another, it 
would be futile to expect the private sector to deliver the goods. 
In a mixed economy, the private sector is necessarily put at 
discount. 

Moreover, as long as the decisions regarding the development 
of various industries are taken by the planning authority with 
no uncertainty and no risk involved as in private initiative, the 
new experimental enterprises which have greater possibility 
for not succeeding would not be forthcoming. Assured 
profitability and lack of competition are the most important 
inducements for inefficiency in the private sector. Such stipula- 
tions being inherent in the planning process, they generally 
destroy the inherent vitality and urge for innovations and experi- 
mentation in the private sector. 

The question of social justice is an important consideration 
for according great significance to planning. Concentration of 
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economic (as well as political) power, price regulation, distri* 
bution of essential supplies, reduction of regional imbalance, 
unemployment and several other problems of great social 
consequences are expected to be tackled through the planning 
n&chinery. But there is no short-cut for providing social 
justice. In order to tackle these problems effectively, one will 
have to see clearly that physical planning under a democratic 
setup is no solution to these problems. It is extremely difficult 
to examine and accept the futility of planning in this sense. 
Some of the contradictions of planning are coming to 
light, but it may take a few decades more to realize the inner 
contradictions of “Statism.” Only after such a realization, a 
radically different type of planning may be attempted. 

The Drama of Development 

During the last two centuries, especially since the publication 
of An Inquiry into the Nature and Causes of the Wealth of 
Nations by Adam Smith, the task of social engineering has been 
a baffling one. By his latest book, Asian Drama: An Inquiry 
into the Poverty of Nations, Gunnar Myrdal has further empha- 
sized the complexity of the situation. There have been many 
difficulties in this regard. Almost every industrialized country 
has been willing and endevouring to assist the development of 
the backward countries, nonetheless, the rate of progress has 
so far been depressing. A sense of mutual disenchantment has 
developed among the aid-giving and the aid-receiving countries. 
It has been recognized that the provision of external asistance 
does not hold a magic wand. But then, what does hold the 
magic cure? 

Gunnar Myrdal has emphasized that “the problems of under- 
development, development, and planning for development in 
South Asia are themselves exceedingly difficult and that they 
have yet to be mastered.”^ Commenting on the thesis of Myrdal, 
Director of the Economic Development Institute* Dr K. S. 

^Gunnar Myrdal, Asian Drama: An Inquiry into the Poverty of 
Nations, New York, p. 28. 
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Krishnaswamy has rightly observed: 

Myrdal holds that development is not a mechanical process 
of adding to capital stock, human skills, technological know- 
ledge and artifices but a matter of institutional change, of 
attitudes and behaviour pattern of all those intangible ele- 
ments that distinguish a human society from a held of parti- 
cles or a colony of ants. Changes in these intangibles can be 
brought about by an understanding of the springs of human 
action in the less developed count ries.‘ 

Understanding the springs of human action is a difficult 
phenomenon; it is easier to supply colossal foreign aid and 
technical know-how than investigating into the motivating fac- 
tors of social action and directing them to any purposive goal. 
It is here that the drama of economic development shifts 
from physical to psychological locale. 

As the movement of the whole system upwards, according to 
Myrdal, is what is meant by development, it becomes the 
primary responsibility of the government both to accidc on what 
needs to be done, and to get, by persuasion or by compulsion, 
adequate support for the chosen course of action.* In order to 
do so, the prevailing undesirable attitudes and institutions have 
to be changed in a desirable direction. But the vital question 
remains to be answered. Who is to do this ordering, the govern- 
ment, the elite, the masses, the urban community, the young 
or the old? This is indeed a complex issue. Dr Krishnaswamy 
has rightly suggested the urgency of much research and experi- 
mentations in order to fill the gaps in the knowledge of develop- 
mental process. According to him, probably “a new body of 
knowledge and a new type of social scientists” would be 
required for the purpose. Evidently, therefore, the deep concern 
at the growing gap between aspirations and achievements in the 

‘K. S. Kriibnaswamy, “Some Thoughts on a Drama,” Finance and 
Development, Washington, Vol. 1, 1969, p. 45. 

*lbld., p. 48. 
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developing world cannot be ameliorated by any planning 
strategy so far evolved. 

Indian Planning Experience 

Xhe Government of India has faith in planning. Ever since 
independence, and even from earlier times, the question of 
planning has been under consideration by various groups and 
organizations. Recognizing the necessity for planning in order 
to strengthen the economy, the Government of India set up 
the Planning Commission in March 1950, inter alia, to formu- 
late plans for the most effective and balanced utilization of 
the country’s resources. In this way, the urge for planning has 
been given a concrete shape. With the formulation of the 
First Five Year Plan, about decade and a half ago, the process 
of planned economic development began in the country. 

The primary objective of the First Five Year Plan as well as 
of the successive ones has been to raise the living standard of 
the people and to open up to them new opportunities for a 
richer and a more varied life. The First Plan also sought to 
rehabilitate the economy from the damages done during 
the earlier period. War, famines, and partition had seriously 
disrupted the economic life of the country. The First Plan 
aimed at remedying the evil influences of these forces. It 
also tried to formulate policies and to build up institutions 
helpful for developing the economy in the desired direction. 

The Second Five Year Plan carried the process further, 
accelerated the rate of growth and initiated a strategy of 
development introducing structural changes necessary for 
long-term economic strength of the country. The Third Five 
Year Plan raised the sights and set the achievement of a “good 
life” for every citizen as the ultimate goal of socialist society 
that the country had already accepted. As a result of the 
three five-yearly plans, the country has achieved substantial 
success. But much still remains to be done. It would be diffi- 
cult to accept that the goal of a good life has been achieved. 
Probably it would take a much longer period in concretizing 
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the concept of a good life and achieving it. 

Pointers of Progress 

In statistical terms, however, India's national income in real 
terms increased by 81. S per cent between 1951-52 and 1967-68. 
Meanwhile, population increased by 41.8 per cent. Yhe 
increase in per capita income was therefore of the order of 
26 per cent. Although this attainment is not satisfactory 
from the point of view of its impact on the living standard 
of the average citizen or in terms of the requirements of the 
take-off yet it is significant both in relation to past perfor- 
mance and to the relative record in most of the less developed 
countries of the world. 

Even in the agricultural sector, the absolute increase in 
production has been large. The index of agricultural produc- 
tion went up from a level of 96 in 1950-51 (related to 100 
in 1949-50) to 158.5 in 1964-65 showing an increase of about 
65 per cent in 14 years. The subsequent years witnessed a 
precipitous fall of production on account of unprecedented 
drought showing a fail by nearly 20 per cent in the foodgrains 
production in 1965-66. The index of aggregate output was 
lower by a sixth. The foodgrains output in 1967-68, however, 
reached 95.6 million tonnes and in 1968-69 it amounted to 
98 million tonnes. Agricultural production as a whole has 
shown an average annual rate of increase of about 2.5 per 
cent. This may not be a sati.sfactory or sufficient level of pro- 
duction, but it does indicate a sizeable advance. 

Industrial production is now about three times as large as 
at the commencement of the First Plan. The average annual 
rate of increase was 5 per cent in the First Plan, 6 per cent 
in the Second Plan, and 6.6 per cent in the Third Plan. The 
spectrum of industrial production has greatly diversified. 
Greater amount of capital goods and many other sophisticated 
items are being indigenously produced. Rapid progress has 
been made in the direction of import substitution. The out- 
put of capital goods and intermediate products increased by 
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136 per cent during the period 1955 to 1967 while the total 
industrial output rose by 113 per cent only. This indicates 
the progressively rising share of capital goods and intermediate 
products in the total industrial output. The ratio of capital 
goods imports to total imports has also substantially declined. 
The proportion of raw material imports to value added by 
industries declined substantially from about 38 per cent in 
1950-51 to less than 15 per cent in 1966-67. There has been 
a setback in industrial development in recent years but the 
events have begun taking a turn. The Indian industrial struc- 
ture has now a wide base and is well differentiated. 

In the held of social services, education has expanded 
rapidly. Literacy as a whole has gone up from 16.6 per cent 
in 1951 to 24 per cent in 1961 and is probably around 35 to 40 
per cent currently. The number of children in primary 
schools has gone up from 22 million in 1950-51 to 69 million 
in 1968-69. At the secondary stage, the children receiving 
education now number 7 million as compared to 1 million in 
1950-51. There are now 70 universities in India as compared 
to some 20 two decades ago and the student population in 
schools, colleges, and universities totals 78 million as compared 
to 23 million in 1950-51. India is still far from the goal of 
universal literacy, and there has been discontent about the 
quality of education, especially at the higher stages. Still 
what has been achieved is highly impressive. 

There is similar progress with health services. The number 
of doctors is 102 thousand as compared to 56 thousand two 
decades ago and the number of hospitals has gone up from 
three thousand to 15 thousand. Though the rural areas are 
not well served as the urban areas, yet the progress in this 
regard has been spectacular. 

These have been some of the indicators of progress during 
the last 18 years or so. Recently, however, the Indian planning 
has got into difficulties. There have been several causes for 
the same. The heavy burden of defence outlay caused by the 
aggressive posture of China and Pakistan, food famines caused 
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by droughts and floods, drying up of foreign assistance, and 
growing disenchantment with planning machinery have been 
some of the factors in this regard. The Planning Commission 
has also lost its prestigous position. A new set of members of 
the Commission had to be appointed and the method of its 
working had to be reorganized. The formulation of the 
Fourth Five Year Plan was postponed by three years. The 
Fourth Five Year Plan beginning with April 1969 has now 
been formulated under a radically different set of conditions. 
But the final shape of the Fourth Plan is yet to be decided. 

Approach to the Fourth Plan 

The Fourth Five Year Plan aims at changing the traditional 
pattern of economic development and introducing a more 
effective technique to create a vigorous and enthusiastic society. 
Soon after assuming the Deputy Chairmanship of the Planning 
Commission, at a time when the Draft Outline of the Fourth 
Plan was already published. Professor D.R. Gadgil announced 
his determination to pursue the goal of social reconstruction 
on a line very much different from the old one. He indicated 
on that occasion that he intended to promote a re-examination 
of the basic aims of planning and methods to rescue the reputa- 
tion of Indian planning which had been badly damaged at 
home and abroad by the failures of the Third and the Fourth 
Plans.* As a result of this announcement, the proposals and 
programmes incorporated in the Draft Outline lost their 
validity. 

The new plan had to be different from the earlier ones. This 
could not, however, be drawn on an entirely new foundation. 
The new plan had to take into account the progress so far 
achieved, economic forces already generated, social and 
economic organizations established and the hopes and aspira- 
tions aroused among the people. The Fourth Five Year Plan 
was therefore expected to be a link between the old and the 

*Arthagnani, “Future of the Planning Commission,” Development 
Digest, Washington, Vol. VI, No. 1, January 1968. 
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new; but its success or failures would depend upon its ability in 
giving a new direction to national planning, not in continuation 
of the old one with increased momentum. 

While reaffirming the objectives of the earlier plans, the 
Draft Outline included such policies and programmes “which 
would help in the attainment of economic self-reliance with 
adequate growth rate and accelerate the progress towards a 
socialist society.’'^ Growth with stability has been considered 
the main aim of the Fourth Five Year Plan. But, in the final 
Draft, the objective has been further elucidated. It has stated 
that the “Fourth Plan has to provide the next step forward in 
attaining accepted aims and objectives of Indian planning."* 
While elaborating the content of accepted objectives of plan- 
ning in India, the Draft has stated: 

Planning in India has ... to organize the efficient exploitation 
of the resources of the country, increase production and 
step up the tempo of economic activity in general and indus- 
trial development in particular to the mavimum possible 
extent. The basic goal is a rapid increase in the standard of 
living of the people, through measures which also promote 
equality and social justice.'' 

In order to attain these objectives, the Draft of the Fourth 
Five Year Plan, formulated in 1969, has envisaged a total outlay 
of Rs 24,398 crores, of which the public sector outlay amounted 
to Rs 14,398 crores and the investment in the private sector 
was anticipated to be Rs 10,000 crores. In the public sector 
Rs 12,252 crores have been provided for investment and 
Rs 2,146 crores for the current outlay. The total investment 
for the creation of productive assets aggregates to Rs 22,252 
crores. As a result of this order of investment, the public 

^Fourth Five Year Plan, A Draft Outline, Planning Commission, New 
Delhi, p. 10. 

*Fourth Five Year Plan, 1969-74. Draft. Planning Commission, New 
Delhi, p. 12. 

'Ibid., p. 4. 
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sector is given a predominating scope for its expansion. The 
proportion of investment expenditure between the public and 
the private sectors is, however, expected to shift from 3 : 2 dur* 
ing the Third Plan to 1 .2 : 1 .0 during the Fourth Five ,Year 
Plan. 

Agricultural Development 

The highest priority has been assigned to the agricultural 
development. Taking into account the likely increases in 
demand for foodgrains and other related factors, foodgrains 
production has been programmed to increase from 98 million 
tonnes in 1968-69 to 129 million tonnes in 1973-74. Sugarcane 
(gur) is planned to increase from 12 million tonnes to IS million 
tonnes, oilseeds from 8.5 million tonnes to 10.5 million tonnes, 
cotton from 6.0 million bales to 8.0 million bales, and jute from 
6.2 million bales to 7.4 million bales. The production of cas- 
hew nuts has been scheduled to increase from the present level 
of 160,000 tonnes in 1968-69 to 236,000 tonnes in 1973-74. It 
has been estimated that demand for agricultural products will 
grow at the rate of 4.5 per cent per annum in the Fourth Plan. 
The target for growth of agricultural production has, however, 
been fixed at 5 per cent per annum in the Fourth Plan. It has 
been done so in order to eliminate the need for imports of 
foodgrains after 1970-71. During the Fourth Plan, efforts will 
also be made to eliminate violent fluctuations in the annual 
rates of agricultural production. 

Industrial Development 

In order to achieve agricultural targets and to activize the 
agricultural sector, even the tempo of industrialization has to 
increase and the structure Of industrial production has to be 
modified. The question of import substitution would remain 
paramount during the next five years. The pattern of indust- 
rial development over the next decade or so is expected to be 
modified by the necessity of meeting the indigenous requirements 
by domestic production of a wide range of manufactures which 
admit of economic production. The Fourth Five Year Plan has 
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envisaged that the steel capacity would be stepped up from the 
level of approximately 9 million tonnes in 1968-69 to about 
12 million tonnes of ingots by 1973-74. Significant increases in 
the dpmestic production of aluminium and substantial additions 
to copper and zinc would occur in the category of non-ferrous 
metals. The production of aluminium would be stepped up 
from about 120,000 tonnes in 1968-69 to 220,000 tonnes in 
1973-74. 

The Fourth Plan has programmed substantial expansion in 
the domestic production of different types of fertilizers. They 
have been considered essential in order to reach the targets set 
for agricultural production. Three million tonnes of nitroge- 
nous fertilizers are expected to be produced by the end of the 
Fourth Plan period. A provision of Rs 262 crores has been 
made in the public sector for establishing new fertilizer plants. 

Among the petro-chemical group of industries, it is envisaged 
that the production carried out with regard to aromatics 
projects and naphtha cracker project at Koyali in the public 
sector would make a substantial progress in meeting the require- 
ments of intermediates for the production of synthetic fibres 
and synthetic rubber. They would also add to the capacity 
of plastics. An important development in the private sector is 
the establishment of a caprolactuam project by the Gujarat 
Fertilizers. These developments are expected to make a 
considerable impact on import substitution. It would also 
assist further development of the dye-stuffs industry. 

The refinery capacity in terms of crude throughput and 
production during 1968-69 were 17.5 and 16.1 million tonnes 
respectively. The demand for petroleum products is expected 
to increase to around 26 million tonnes by 1973-74. The addi- 
tional requirements are at present proposed to be met from 
the expansion of the refineries. The plan makes provision for 
the expansion of the refineries in the public sector. 

Similar expansion and diversification programmes in other 
sectors have also been incorporated. As a result of these 
schemes, it is expected that industrial production during the 
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next five years would show an average annual increase of 8 to 
10 per cent. 

Social Justice and Equality 

The objective of Indian planning is not merely to increase 
national income and to raise the per capita income but also 
to ensure that the benefit is evenly distributed, that disparities 
in income and living are not widened but in fact narrowed, 
and that the progress of economic development does not lead 
to social tensions endangering the fabric of the democratic 
society. The aim of providing social justice to the people 
could be difficult without any positive intervention by the 
State. There are many advantages which can be easily made 
available to the backward areas and to the handicapped sections 
of the population with the assistance of government. The 
Fourth Five Year Plan has enumerated (a) greater concentra- 
tion of wealth and income, (6) overgrowth of metropolitan 
centres and uneven regional development, and (c) technological 
unemployment and rural underemployment as the important 
maladies which should be avoided as far as possible. 

The problem of imbalance in development of different States 
is highly complex. During the course of the last three plans, 
much has been done to reduce the disparities between different 
regions. Apart from giving financial assistance in order to 
attract new industrialists to less developed regions, the licensing 
of industrial units, setting up of rural industries projects, 
establishing large public projects, developing small industries sec- 
tor, and assisting industrial estates have been programmed with 
a view to creating better balance between different regions and 
for bringing about better dispersal of industries. But the 
results so far achieved have not been encouraging. 

The Fourth Plan lays down that the differences in develop- 
ment between different States arise out of variations in activity 
in the three sectors, namely, cooperative, private, and public. 
Development of the cooperative sector is related to the strength 
and coverage of cooperatives in the State. The most important 
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drawback in this regard has been the paucity of funds; the 
organizational weaknesses have been another retarding factor. 
The private sector activity is primarily related to the enterprene- 
urship available in the State. The financial assistance and infra- 
structure avilable in the various States have also substantial 
effect. Only on the availability of such resources would depend 
the attraction for the industrialists from other States. And even 
the public sector cannot do much if the resources in the State are 
very much lacking. In order to support the financial assistance 
available in the State, the Fourth Plan has evolved some 
formula giving weightage to the backwardness of the State in 
according central assistance. It is hoped that this might be of 
some help to the underdeveloped States. 

Organizational Adjustments 

Many adjustments are required in order to ensure that the 
course of the development would be smooth. Implem«ntation 
of the programmes incorporated in the Fourth Plan would 
demand setting up of many new agencies and reorganization of 
the several existing ones. Here, we shall draw attention to two 
important adjustments in the present context. 

Administrati ve Reorganization 

Effective implementation of the plan of such a colossal size 
would certainly devolve substantial responsibility to the 
administrative machinery. An organization primarily concerned 
with maintaining law and order has to be fundamentally 
different from that charged with the responsibility of economic 
administration. Recognizing this situation the Draft Outline 
had emphasized the fact that the administrative machinery and 
procedures as well as managerial functions at all levels had to 
be geared up to the basic economic and social tasks which 
would help the country to tide over the present difficulties and 
achieve the objectives which it had set before itself. While 
elaborating the need for administrative reorganization, the 
Draft Outline has recorded as follows: 

In each of the Five Year Plans, there has been a significant 
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gap between planning and implementation. The burdens 
thrown upon the political system and the administrative 
structure have increased steadily. Although many innovations 
have been made and much has been done to strengthen 
administrative and technical agencies and build up trained 
personnel, both at the Centre and in the States, a great 
variety of tasks, old and new, have fallen in the main upon 
the same institutions, namely, ministers. Secretariat depart- 
ments, executive agencies, and the collectors and other district 
officials. With increase in the size and scope of development 
programmes, the volume of work has grown considerably. 
Current problems such as rise in prices or shortages in 
essential commodities have also added greatly to the strains 
under which the administrative machinery functions. . . . 
The ground for a concerted drive for better implementation 
of plans has been prepared. When the recommendations of 
the Administrative Reforms Commission, which is engaged 
in a comprehensive study of all aspects of administrative 
reforms become available, it should be possible to go beyond 
the immediate tasks and to consider more basic changes in 
the structure and functions of the administrative system as 
a whole.® 

The Fourth Five Year Plan (1969-74) Draft has also stressed 
the importance of efficient administrative machinery for the 
effective implementation of the Plan. It has recognized the 
urgency of the problem but as the Administrative Reforms 
Commission has to make detailed recommendations with 
regard to this problem, the Draft has refrained from making 
detailed observations. It has, however, stated: 

Implementation of plans is intimately associated with better 
organization and operation of the general administrative 
machinery. . . . The structure of the older organization and 
its line of command were inevitably constructed round 

^Fourth Five Year Plan, A Draft Outline, pp. 154-5. 
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the generalist administrator. This has to undergo modi- 
fication in that the specialist, the technician, and the expert 
have to be enabled to make their contribution in a responsi- 
ble manner at all levels of administration.* 

From the above it may be observed that the administrative 
tasks involved in successful implementation of the plans have 
been well recognized. As this aspect c f planning is also impor- 
tant, it is expected that it would be soon streamlined and 
effective procedures adopted for the specialized work in hand. 

Modifications in Industrial Licensing 
The Fourth Plan departs from the earlier ones in stating 
clearly the policy with regard to industrial licensing and 
economic controls. Recognizing the two fundamental const- 
raints on the Indian economy, namely, the scarcity of foreign 
exchanges and the urgency of avoiding economic concentra- 
tion of power and regional disparities of income, the* Fourth 
Plan has proposed liberalization with regard to industrial 
licensing. Whenever the proposal for setting up a unit 
has significant foreign cxoliangc component either by way of 
capital importation or by way of maintenance imports, the 
application has to be considered carefully from the foreign 
exchange standpoint, otherwise the clement of liberalization 
should be gradually introduced. The Fourth Plan Draft 
has suggested that 

(1) all basic and strategic industries, involving significant 
investments of foreign exchange should be carefully 
planned and subjected to industrial licensing. It is 
necessary to ensure effective performance and to keep a 
close watch on the development of these industries. Hence, 
once the licence is granted, credit, foreign exchange, and 
scarce raw materials would be earmarked for them, and 
made available in time. This should be done for units 

* Fourth Five Year Plan,t969-74, Draft, p. 104. 
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both in the public and the private sectors; 

(2) industries requiring only marginal assistance by way of 
foreign exchange for capital equipment may be exempted 
from the need to secure industrial licences. For this 
purpose, the foreign exchange ceiling may be stipulated 
at about 10 per cent of the total value of the capital equip* 
ment. The release of foreign exchange would continue 
to be regulated and the import of capital goods screened 
by the Capital Goods Committee. However, in industries 
in which, though the foreign capital component is low, 
the maintenance imports component is high, it will be 
necessary to continue licensing ; and 

(3) industries which do not call for foreign exchange for 
import of capital equipment or raw materials should be 
exempted from the requirements of industrial licensing. 
In these industries, there should be freedom for private 
enterprises to operate in accordance with the market 
requirements.^® 

While taking final decisions for granting licences or exempt- 
ing any specific industries from the requirements of an indus- 
trial licensing, due care will be taken to avoid any of its 
undesirable consequei.aes. Efforts will be necessary to avoid 
congestions in metropolitan areas and the demands of 
different backward regions will also have to be taken into 
account. But, generally speaking, the Fourth Five Year Plan 
stipulates greater liberalization in this regard. This policy 
is expected to accord belter opportunities and freedom to 
the private sector for giving a fillip to the industrial growth 
of the country. 

Special Features of the Fourth Plan 
Every plan is related with the earlier ones, but it is also 
different from the others. This unique relationship exists 
because some plans are merely horizontal extensions of the 


“/Wd., pp. 238-9. 
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old edifice providing greater accommodation in the same, 
whereas others are like a bridge enabling the community to 
travel to a new economic milieu. The Fourth Five Year Plan 
might prove to be a bridge in this sense. But this would 
depffend upon the implementation of the Plan and fulfilment of 
the aspirations of the new generation. The Fourth Plan looks 
to a new direction, unfolds many new dimensions of develop- 
ment, and arouses many new hopes. Success in achieving 
these goals would depend upon proper stimulus to basic 
creative urges of the people. It may, however, be difficult 
if the contemporary frustration in the world in general and 
India in particular continues to grow. 

Foreign Aid Reduction 

An iniportant objective of the Fourth Plan is to achieve 
drastic reduction in foreign aid keeping in view the objective 
of growth and stability. This pertinent voice of conscience 
has recently become louder. ‘‘A process of development 
sustained by continuous foreign aid cannot be healthy,''' the 
Approach document has rc^^rted. The aim of the Fourth Plan 
has been to reduce foreign aid net of interest and locin repay- 
ments to about half the present level by the last year of the 
Fourth Plan. This objective has been reiterated in the Draft. It 
has stated: “Dependence on foreign aid will be greatly reduced 
in the course of the Fourth Plan. It is planned to do away 
with P.L. 480 imports at the end of the next two years. Foreign 
aid net of debt charges and interest payments will be reduced 
to about half by the end of the Fourth Plan compared to 
the current level. In order to attain this target, imports 
will have to grow in m inageable proportions, and exports 
will have to grow by about 7 per cent per year. Whether 
these triple objectives will be achieved or not remains to be 
seen. They require substantial rate of growth of indigenous 
industrial and agricultural outputs, growing market opportu- 
nities for the expansion of traditional, engineering, and non- 

“/6fV., p. 13. 
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engineering export goods, and favourable monsoons accom- 
panied by domestic and global peace. 

Liberalization of Controls 

Mention has already been made of liberalization of industrial 
licensing. Gradually greater freedom will be necessary for 
encouraging rapid industrial production. At present, various 
kinds of controls relating to industrial licensing, import 
restrictions, authorizations of capita] goods imports, and 
distribution of industrial inputs and final products have been 
operating. These have been necessitated by different kinds of 
shortages prevailing in the economy. This situation is likely to 
improve soon. When that happens, the controls would be 
gradually relaxed. As a matter of fact, a move in this 
direction has already been made. Many schedule industries 
have recently been dclicensed. The distribution of industrial 
inputs has also become easy and the level of indigenous pro- 
duction has been rising. When increases m the production 
of foodgrains, raw materials, and manufactured goods become 
substantial, they would have salutory impact on Indian imports. 

Mixed Economy Strengthened 

The private sector h is been assigned a substantial role to 
play during the next five years. It has, however, to function 
within the regulations intended to ensure the greatest gain 
for the society. If the public s“Ctor has to expand its opera- 
tions and the private sector has to function within the limited 
freedom accorded to it, a new set of regulatory practices 
with adequate freedom for the private sector would be inevi- 
table. The Draft Outline has suggested that : 

One of the weakest areas in Indian planning is the regulation 
and direction of the private sector. We need to devise, 
therefore, a suitable raachineiy for the progressing and 
implementation of developmental programmes in the private 
sector. Non-priority diversions have to be discouraged 
and priority items have to be adequately serviced and 
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Speeded up in both formulation and execution. Fiscal, 
administrative and other methods of regulation, inducement, 
deterrence, vigilance, and evaluation have all to be harnessed 
for ensuring the fulfilment of plan targets in the private 
sector.” 

In view of the fact that the mixed economy is expected 
to operate in India for some time to come, special efforts 
have been made to regulate and guide the development of 
both the sectors. The private and the public sectors must 
grow in an integrated manner. In order to encourage their 
growth within the framework of general economic development, 
the various measures of regulation in this regard have been 
divided in five main categories such as those relating to (1) 
prices and allocation. (2) investment outlays and patterns, 
(3) entry and location, (4) monopoly and concentration, and 
(5) operation of individual units. The importance of industrial 
licensing in these regards has been considerable. The mono- 
polies legislation, judiciously used government’s power of 
licensing and allocation, ^nd purposeful policies with regard 
to public financial institutions and the public control of bank- 
ing are expected to play a significant role. They arc expected 
to regulate the development of private sector in such a way 
that a healthy and energetic mixed economy could grow in 
the country. 

Foreign Collaboration 

Foreign technical collaboiation has helped the country in 
improving the level of its technology, imparting technical 
know-how, and in encouraging import substitution. By 
equity participation, it has also helped creation of capital stocks 
which otherwise might have been difficult to build. In this pro- 
cess, however, financial burden of the country has also increas- 
ed. Payments by way of royalties, returns on capital, and repat- 
riation of capital have also to be taken into account for assess- 

^Powrth Five Year PUtn, A Draft Outline, pp. 33-4. 
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iQg the burden on the country. Even otherwise, there have been 
many other considerations. It has been observed that foreign 
collaboration is mainly obtained by large corporate houses. 
New vested interests have therefore grown. Besides, many 
wasteful and non-essential items have been produced unfl..‘r 
the impact of such collaboration programmes. Realizing the 
necessity of welcoming and ecouraging foreign investment in 
certain directions but avoiding them in others, the Fourth 
Five Year Plan aims at regulating the inflow of foreign cap'tal 
and technical know-how. 

No attempt has been made to introduce any material 
modification in the b.isic policy in regard to foreign collabora- 
tion. In detailed application of this policy, however, the 
Fourth Pl.in would like to ensure that foreign collaboration 
is resorted to only for meeting a critical gap and that it does 
not inhibit the maximum utilization of domestic know-how 
and services. In order to identify the field in which foreign 
collaboration is required and streamline the procedure for 
acceptance or otherwise of foreign collaboration proposalsi 
a Foreign Investment Board has been set up. Broad guide- 
lines on which foreign collaboration might be encouraged 
have been suggested in the Fourth Plan. The Draft has stated 
that foreign collaborations in the production of consumer 
goods, whether they can be produced within the country or 
not, will not ordinarily be permitted except in the interest of 
larger exports. Collaboration in directions in which indigeno- 
us effort can within a short time provide the services or goods 
or a substitute would not be allowed. It is expected to 
introduce “fairly rigid tests” before such foreign collaboration 
proposals are approved. Imports of foreign know-how, 
particularly in sophisticated industrial fields, however, will 
continue to be permitted. In this sphere also due regard will 
be given to the programme of completely Indianizing the 
manufacturing organizations and techniques in a short 
time. 
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Reduction of Subsidies 

A new shift in emphasis has been made with regard to the 
provision of subsidies on different items. During the last 
three plan periods, it has been an acknowledged policy of the 
goVemment to subsidise various items of consumption as well 
as various industrial inputs. This is a method of transferring 
income from one section of popula'^ion to another. This 
policy would, as a general rule, be discontinued. The scope 
of free and subsidised services or supplies given by the State 
would be strictly limited. General subsidies in relation to 
agricultural supplies have already been withdrawn to a large 
extent. During the Fourth Five Year Plan, it is expected 
that no expenditure will be incurred on food subsidies. The 
Draft has explained the policy by stating that 

in a society in which highly unequal distribution of income 
exists, it is undesirable to make unnecessarily low charges. 
Above a basic minimum of free service in, say, education 
and health, appropriate charges have to be levied; these 
have to be fully economic at the average level and could 
with the possibility of discrimination be much higher for 
those with the ability to pay them.“ 

Prospect oj Success 

Failure of the Fourth Five Year Plan can be predicted only 
if there is any inherent contradiction in the Plan. This is a 
technical problem for examination. Implementation of the 
Plan is another criterion on which the prospect of success 
can be assessed. If implementation is not satisfactory, the 
goals would not be attained. There is, however, another 
consideration. That is, given the reasonable chance of 
targets being achieved, could it be possible for the Plan to 
create a better society and to provide a “good life” to <hc 
people? Unless the position of the common man is improved, 
the Plan would be only of a limited significance. 

^Fourth Five Year Plan, 1969-74, Draft, p. 19 . 
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The situation of the common man is not going to improve 
significantly. There will be gradual reduction of various 
subsidies that many people used to enjoy. They will now 
have to work in order to obtain those facilities and privileges. 
But will this induce the various sections of population»fo 
work harder? The general price rise will not be restrained 
in any effective manner. Unemployment will still remain 
a drag on the society. Check on favouritism, nepotism, and 
administrative inefficiency may yet be difficult to apply. 
Various types of restrictions on economic system would only 
be gradually withdrawn, but there is no assurance that the 
alternative situation that would exist m the countrv would 
improve the conditions. The grant of consumers' sovereignty 
essential for the freedom of the common man requires 
provision of many related conditions. How far these would 
obtain yet remains to be watched. 

Growth and stability requires that the aitificial controls and 
regulations are gradually withdrawn and viable industrial units 
established. Professor W. Arthur Lewis, one of the world’s 
outstanding authorities on development economics, who has 
been profoundly connected with economic development of 
several developing countries, has rightly stressed the limitations 
of the use of controls and State regulations. He has stated: 
“For a few years after the Second World War, progressive 
thinkers, acclaimed rationing and licensing the private sector 
as inevitable and desirable instruments of economic democracy. 
But this was only a passing phase. By the middle 1950's all 
the leading democratic parties in the weld had come to realize 
the licensing as an inefficient and corrupt way of allocating 
resources, and had dropped it from their programmes.”^* 
The Fourth Five Year Plan has begun discarding controls 
and bow much of these has been eliminated would be a measure 

‘^W, Arthur Lewis. Development Planning, The Esientials of the Eco- 
nomic Policy, ttpioiucod in The American Review, USIS, New Delhi, 
April 1968, p. 61. 
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of the progress achieved by the economy on the path of stab- 
ility and viability. 

Success in any social action ultimately depends upon the people 
who implement the programme and the machinery through 
wl«ich it is implemented. The initiative of the individual has 
important contribution to make in this regard. In India, there 
is great importance of this factor. The importance of personal 
initiative is immense because the country is primarily rural 
and the rural economy needs a different kind of motivation. 
The approach to rural development has to be different from 
that of industrialized urban and metropolitan areas. The 
Fourth Five Year Plan attempts to reduce regional disparities 
in development and bring about regional dispersal of indu- 
stries. A large area of rural sector cannot be completely 
covered by any comprehensive regulatory device. Private 
initiative is necessary for the development of rural areas. 
The rural industrialization does not require only mobilization and 
regulation of different economic forces, but it also requires 
mobilization of other basic urges and motivations of the rural 
people. That can be possible only with a new kind of organ- 
ization and a different kind of administrative personnel. The 
failure of cooperatives so far in arousing the enthusiasm of 
the rural people needs critical scrutiny. In fact, the question 
of developing the rural areas is a complex one and it has 
to be tackled with all the vigour at our command. 

“Economic growth,” as Professor Lewis has rightly indicated, 
cannot be produced by legislation, administrative regulations 
or exhortation, without the accompaniment of a high mate- 
rial incentive. Hence the crucial test of the quality of develop- 
ment planning, in that part of the economy which is left to 
private initiative, is how effective are the incentives offered to 
the population to make decisions which will result in economic 
growth.”^® But how can the individual make any decision 
for the good of the society or for himself if he is obsessed 
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with various undesirable psychologieal entanglements. This, 
therefore, leads us to a study of basic urges, motivating forces, 
social integration, and morale building factors in a developing 
society. In order to succeed in Indian planning with a view 
to bringing about a new society, it is necessary to arouse n«w 
forces and to evolve new values in life. And the greatest of all 
touchstones is the extent of freedom accorded to the individual 
in leading a full life. If he has to depend upon State pro- 
tection for obtaining his basic needs, it would lead to prepetua* 
tion of his dependence on a handful of the people who decide 
the policies of the government. Unless planning aims at crea- 
ting the conditions where decision-making and decision- 
implemcntion could be combined in the single individual or 
the agency, the achievement of an ideal socialistic society will 
remain merely a pious hope. 
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